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Basic Standard Costs
By Eric A. Camman
This book has met with instant favor and is in demand. The text is clear, comprehen
sive and authoritative. Every accountant whether engaged chiefly in cost accounting
or otherwise will find it helpful. All executives will find in it much that will be of
assistance in solving the problems before them.
The author is well known by students of cost accounting and his experience covers an
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WALTON EXAMINATION COACHING COURSE
Formerly Available Only to Diploma Graduates IS NOW AVAILABLE
to those who are qualified for and desire an intensive coaching course in preparation for Certified Public
Accountant, American Institute, and Public Accountant examinations.
The WALTON EXAMINATION COACHING
COURSE furnishes, thorough training in the more ad
vanced theory and practice, cost accounting, federal
income tax and business law.
This material is carefully selected from the Certified
Public Accountant, Public Accountant, and American
Institute examinations, and affords excellent additional
training in preparation for the examinations. The
problems and questions of this Course are carefully
graded and a sufficient number of each type is given
to inculcate mastery of the principles and technique.

The course includes:
100
100
100
60

Practical Accounting Problems
Theory and Auditing Questions
Business Law Questions
Federal Income Tax Problems and Questions

and the solutions to problems and answers to ques
tions which are sent to the student with the return of
his corrected lessons.

A RECORD
That Inspires
Confidence
For nine successive years Walton students won
high honors in American Institute examinations.
Walton students have won twenty-two medals
offered by the Illinois Society of Certified
Public Accountants for high standing in Illinois
C.P.A. examinations.
More than 1,200 Walton-trained students are
now Certified Public Accountants by ex
amination.
Text materials comprising Walton Courses have
been adopted for classroom use by scores of
outstanding colleges and universities through
out the country.
This Is a Record Unequalled by Any
Other Educational Institution

FIND OUT HOW WALTON CAN
HELP YOU TO SUCCEED

Other Walton Courses
Constructive Accounting—Advanced Account
ing & Auditing—Cost Accounting—Bus
iness Law—Federal Income Tax Ac
counting—Mathematics of Ac
counting and Finance

Send today for our FREE booklet — “The Walton
Way to a Better Day.” You will find its pages inspir
ing with their remarkable exposition of Walton ideals
and achievements. You may learn through the experi
ences of others how to lay a definite plan for your
own training and advancement.
Just fill out the coupon below and mail it today!

Day and Evening Classes and Home Study Instruction

Walton School
——_— Commerce -—

Building

Member National Home Study Council

WALTON SCHOOL OF COMMERCE, 402-412 McCormick Building, Chicago, Illinois
Without obligation on my part, please send me a copy of “The Walton Way to a Better Day,’’ and suggestions as to what you can
do to help me advance in the business world.

□

Home Study Institut
ion

□ ResidentDayClasses

Occupation.......................................Age...................................
When writing to advertisers kindly mention The Journal

□ Resident Evening Classes
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IMPROVED
REMINGTON
more efficient in
3 WAYS

Why we bought a new
accounting machine
during "hard times”

Faster:
Now you have power-driv
en tabulator . . . back spac
er .. . shift key . . . date
key . . . numeral . . . line
spacing . . . and carriage
return. All devices are
scientifically located for
speed and convenience.

Stronger:
THE PRESIDENT: We’ve got to have immediate informa
tion at our finger-tips these days. Our Improved Reming
ton Accounting Machine brings facts to us so we can act
upon them while they’re still news. Without increasing
our staff, this machine enables us to operate on a reduced
sales volume and smaller profits. It’s paying for itself.

THE TREASURER: On collections many of our old 2%
ten day customers are taking from 30 to 90 days to pay.
I’ve got to keep track of these accounts. If I don’t, we
stand to lose money. The Improved Remington Account
ing Machine gets these facts to me fresh every day, while
they still represent today’s conditions.

THE ACCOUNTANT: I’m the “bulls-eye” in the target
for hundreds of requests,for last minute facts and figures.
Business is more competitive now, less room for guess
work. But with the Improved Remington my department
doesn’t get jammed. We can get out any figures on a
minute’s notice without increasing our overhead a penny.

improved

Remington

ACCOUNTING

New, heavier carriage re
turn stands many extra
years wear. New, stronger
tabulating mechanism in
sures proven accuracy.
This permits a longer
period of depreciation.

Easier to Operate:
The Improved Remington
has the largest number of
genuinely automatic fea
tures of any one account
ing machine.
Standard
keyboard . . . ten numeral
keys . . . practical front
feed . . . full visibility
makes it easily adapted to
any method of bookkeep
ing. Let us prove that your
business needs this Im
proved machine and needs
it now! Write for a free
demonstration today! Ac
counting Machine Divi
sion, Remington Rand Inc.
Buffalo, N. Y.

electrified

MACHINE
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< FRAUD <
ITS CONTROL THROUGH
ACCOUNTS
BY

George E. Bennett, ph.d., ll.m.,
c.p.a.

Nearly

every fraud

can be -prevented

by precaution. Internal check locks the door
before the horse is stolen. It minimizes ac

Prepare
to pass
C. P. A.
Examinations

III

C. P. A. Solutions
Problems cpa
Taylor
Problems
AND

TAYLOR

Miller

miller

These books give you the confidence of thorough
familiarity with actual C. P. A. problems and ques
tions. Here are 243 Accounting Problems — 260
questions on Accounting Theory, 204 queries on
Auditing Theory and Procedure — with Solutions to
the Problems, carefully worked out in accordance
with accepted principles and practice.

]
C. P. A. Problems

“The book of problems and the solutions taken
together form an admirable combination to bring to
a head the training and preparation of any student
for the C.P.A. examinations.”
— N. A.C. A. Bulletin

counting errors and generally leads to

prompt detection of embezzlement.
America loses through fraud every year

and Solutions to
C. P. A. Problems

over $2,000,000,000. Nine-tenths of this

can be saved by internal check adequately
applied.

Both by Jacob B. Taylor, C. P. A.
and Hermann C. Miller, C. P. A.

“Fraud, Its Control Through Ac

Both members of the Faculty, Ohio State University

counts,” by G. E. Bennett, assembles
information about internal check and

describes briefly but comprehensively ac
counting methods which have proved ef

fective in the war against carelessness
and crime.

This book was selected by the American

Institute of Accountants for publication
because of its great importance. Controllers,
bookkeepers, business executives and man

agers and professional accountants will
find this book of interest and value.

Price $1.50 > 135 -pages

Two Volumes, 1099 pages, 6x9, per set, $10.00
— payable $1.00 in ten days and $3.00
monthly for three months

HESE problems and questions have been
judiciously selected from those actually pro
pounded in recent state and A. I. A. examinations
throughout the country. They cover a wide range of
points and topics from the preparation of statements
down to specialized accounting situations met in
consignment, branch, retail, installment, bank, real
estate, and fiduciary work. Two complete examina
tions are fully reproduced for checking one’s speed
and proficiency under the usual time limits set.

T

McGRAW-HILL BOOK COMPANY, Inc.
New York

London

McGRAW-HILL ON-APPROVAL COUPON
McGraw-Hill Book Co., Inc., 330 W. 42nd St., N. Y. C.
Send me for 10 days’ examination, subject to approval or
return, Taylor and Miller’s C.P.A. Problems and Solutions
to C.P.A. Problems. At the end of 10 days I agree to pay
$1.00, plus a few cents for postage and delivery, and $3.00
monthly for three months, or return the books. (We pay
postage on orders accompanied by remittance of first
installment.)

Name..............................................................................................................
Home address..............................................................................................

American Institute Publishing Co.

City and State........................................
Position..........................................................................................................

135 Cedar Street, New York

Firm..............................................................................................

JA-4-33

(BOOKS on APPROVAL IN UNITED STATES AND CANADA ONLY)
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DUTIES OF THE

Revised Edition!

SENIOR ACCOUNTANT

Following the enormous success of Thornton and Rey

nolds’ “Duties of the Junior Accountant” a second vol
ume has been written by F. W. Thornton and is now

published for the American Institute of Accountants.
It has been the good fortune of the American

Institute Publishing Co., Inc., to induce Mr. Thornton

Third Edition — September, 1928
Second Printing — May, 1930

to prepare another text on the closely related subject:

CPA Newlove’s

“Duties of the Senior Accountant.” There have been

Accounting

numberless requests for a book of this kind which can

Theory, Auditing and Problems

be carried about without being burdensome and at

A four-volume digest of problems and ques
tions given in 955 C. P. A. examinations by
accountancy boards in 48 states; June, 1929
papers are included. Distribution is:
California.........................
Florida...............................
Illinois................................
Indiana..............................
Massachusetts...............
Michigan..........................
Missouri............................

39
26
42
25
20
23
26

the same time can convey to the senior accountant ad
vice upon many of the points which will arise in the

New Jersey.......................
16
New York.........................
60
Ohio.....................................
24
Pennsylvania................... 31
Washington......................
33
Wisconsin..........................
18
Other States..................... 572

course of his work in the field and in the office.

The present book is as brief as it could possibly be

The four buckram-bound volumes contain 400
problems and 5,824 questions, classified in
related groups, with lectures authenticated by
7,579 specific references to recognized accounting
authorities. Volume II solves problems in Volume
I; Volume IV solves problems in Volume III.
Time allowances are given so problems may be
solved under C. P. A. conditions.

made. The author felt, no doubt, that in a book of this

kind there was no room for unnecessary verbiage. He
felt that it was his pleasure and duty to tell in a very

A Golden Opportunity

few words his opinion of what should be done. Those

This set is almost indispensable to C. P. A.
candidates as it combines C. P. A. theory and
auditing questions with authenticated lectures,
and classified C. P. A. problems with solutions
and time allowances.

| free examination

who are familiar with Mr. Thornton’s style will remem
ber that he does not waste words. Here is a brief,

clear and most interesting series of lectures on what

coupon

the senior accountant in these modern days should do.
|
।

THE WHITE PRESS COMPANY, INC.
Departmental Bank Bldg., Washington, D. C.

|
।

|
■
|
|
|

You may send me on 5 days’approval books checked.
□ Complete Set (Four Volumes, 1,871 pages), $15.00
□ Volume I and Solutions (Vol. II), $7.50
□ Volume III and Solutions (Vol. IV), $7.50
I agree to pay for the books or return them postpaid within
five days of receipt.

|
|
|
|

|

Signed...............................................................................................................

|

|

Street.................................................................................................................

|

livered in the United States.

|

|

|
|
|

103 pages, cloth bound, pocket size, $1.25 de

City....................................................................................................................
(Sent on approval only in U. S. and Canada)

|
|

|
Write for Illustrative Circular
|
|----------------------------------------------------------------|

AMERICAN INSTITUTE PUBLISHING CO., INC.

135 Cedar Street, New York
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filing - cabinet

ARCHEOLOGISTS

• A sorry sight — these filing-cabinet archeologists, digging for the re
mains of a fifty-year-old ledger. They needed statistics from bygone years,
but they found only time-yellowed and crumbling pages. • Men whose
sense of business efficiency outweighs their reverence for the dust of antiq
uity will appreciate Stonewall and Resolute Ledgers. These are fitting
papers for important records and documents because they are age-resisting.
Their high percentage of rag fibre preserves their strength and vitality
throughout the years. By using these papers, you can rest assured not only
that your grandsons will find your records intact, but also that your pres
ent accountant will have a most efficient sheet to work with. Specimen
portfolios will be sent on request. Neenah Paper Company, Neenah, Wis.
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New Accounting Aids
that race with time
THE AUTOMATIC MULTIPLYING
PUNCH —• in one minute does as
many as twenty long multiplications
and records the products.
THE ALPHABETIC ACCOUNTING
MACHINE — automatically compiles
finished reports, printing alphabetic
as well as numerical information.

THE ALPHABETIC DUPLICATING
PUNCH — records on tabulating
cards all data to be tabulated by the
above machine.
THE CHECK WRITING INTER
PRETER — translates into numerals
and prints on a tabulating card check
the amount represented by punched
holes.
THE NEW DIRECT SUBTRACTION
ACCOUNTING MACHINE — com
piles finished reports. It subtracts,
adds, tabulates and prints.
THE NEW HIGH-SPEED ELECTRIC
ACCOUNTING MACHINE — com
piles finished reports. It adds, lists
and prints at the rate of 120 items per
minute.

OR the past twelve months “Interna
tional” has been supplementing its
already extensive line of Electric Tabulating
and Accounting Machines with numerous
new devices — devices which increase the
ability of the Electric Accounting Method
to produce amazing results.

F

These additions actually clip hours from
many accounting procedures. More timely
reports are made available through greater
speed . . . more exhaustive analyses are
made possible because of greater flexibility
. . . and most important of all, these re
sults are achieved with greater economy
than ever before.

THE COUNTING SORTER — counts
and classifies units of any description
at the rate of 350 to 400 per minute.
THE COSMOGRAPH — enables pic
torial analyses of figure-facts to be
made without the drawing of graphs.

Write or 'phone the nearest
International office for com
plete details and demonstra
tions of these new business aids.

THE INTERNATIONAL TABULAT
ING SERVICE BUREAU — prepares
at low cost on our high-speed electric
accounting equipment any account
ing or statistical work required by a
client.

International Business Machines Corporation
International Electric Tabulating and Accounting Machines . . . International Time Recorders and Electric Time Systems
International Industrial Scales . . . Dayton Moneyweight Scales and Store Equipment
•
•

General Offices
270 BROADWAY, NEW YORK, N. Y.
OFFICES

AND

SERVICE

STATIONS

Canac/ian Division
300 CAMPBELL AVE., W. TORONTO, ONT.
IN

ALL

PRINCIPAL CITIES OF
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How this training
meets the needs of the individual
ONE of the interesting features of the course in
Accounting offered by the
International Accountants
Society, Inc., is its wide
range of selectivity, which
affords the student specialized
instruction.
The chart shows how the
student can select more than
|
I

|

one-half his lessons to cover
subjects pertaining to work in
which he is most interested.
This elective feature enables
the student to progress di
rectly to a specific goal. After
attaining his goal, he can
broaden his knowledge by
proceeding with the study of
the remaining subjects.

Upon request, we will gladly mail our booklet, "How to Learn Accounting,” to anyone who is interested in obtaining full information
regarding I. A. S. training. Address the International Accountants
Society, Inc., 3411 South Michigan Avenue, Chicago, Illinois.

International
Accountants Society, Inc.
A Division of the

ALEXANDER HAMILTON INSTITUTE
When writing to advertisers kindly mention The Journal of Accountancy
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STORES RECORDS

These folders
may help reduce
Accounting Costs
still further
quantity and value Stores Record plan by
which the requisition is extended and stores
1Aledger
posted in one operation. Both are

proved in the same operation.
This folder illustrates two Stores Record plans

afford accurate, daily stock control—
2 that
(I) daily balances of stores on hand, available
and reserved; (2) a perpetual inventory of
quantity and value.

This method simplifies Stores Record work
where unit requisitions are not used. Posting
3 media
for stores, cost or investment ledgers
created as a by-product of extending requisi
tions.
plan for complete daily control of orders
process, with Stores Record and record of
4 Ainshipments
by customers as by-products.

MAIL

THIS

COUPON

BURROUGHS ADDING MACHINE CO.
6404 Second Boulevard, Detroit, Michigan
Please send me, without charge or obliga
tion, folders numbered
I am interested also in other folders on the
subjects checked below.
□ Payroll
□ Figure Distribution
□ Accts. Payable □ Accounts Receivable
□ Billing
□ General Accounting

Name__________________________________
Address_______________________________

As an accountant, you may be interested in learn
ing of new and improved Burroughs machines
and features which offer excellent opportunities
for reducing accounting costs still further, and —
at the same time—-for speeding up and simplify
ing all phases of accounting.

In order to make this information quickly avail
able, Burroughs has compiled a series of folders
of which these four on Stores Records are a part.
There are others suggesting faster and simpler
procedures for every phase of accounting.

It will pay you to investigate ... to study these
new and improved procedures, machines and
features ... to determine what they have to offer
in the way of further economies and efficiencies.
Simply check the folder—or folders—that inter
est you. Then call the local Burroughs office,
or mail the coupon.

Burroughs
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EDITORIAL
The highly important conversations
between the committee on stock list
of the New York Stock Exchange and
accountants, growing out of the activi
ties of the American Institute of Accountants’ committee on coop
eration with stock exchanges, continue to develop rapidly. In order
that the record may be reasonably complete we quote the follow
ing letter which was addressed by Richard Whitney, president of
the exchange, to every corporation whose securities are listed:

Accountants and the
New York Stock
Exchange

“The New York stock exchange has recently announced its
intention of requiring audited statements in connection with
listing applications made after July 1, 1933. The public response
to this announcement indicates clearly that independent audits
are regarded by investors as a useful safeguard.
“ If, however, such a safeguard is to be really valuable and not
illusory, it is essential that audits should be adequate in scope and
that the responsibility assumed by the auditor should be defined.
The exchange is desirous of securing from companies whose
securities are listed, and which now employ independent auditors,
information which will enable it to judge to what extent these
essentials are assured by such audits. In furtherance of this end,
we should be greatly obliged if you will secure from your auditors,
upon the completion of the audit for the year 1932, and furnish to
the committee on stock list, for its use and not for publication, a
letter which will contain information on the following points:
“1. Whether the scope of the audit conducted by them is
as extensive as that contemplated in the federal reserve
bulletin, Verification of Financial Statements.
“2. Whether all subsidiary companies controlled by
your company have been audited by them. If not, it is
241
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desired that the letter should indicate the relative importance
of subsidiaries not audited, as measured by the amount of
assets and earnings of such companies in comparison with
the total consolidated assets and earnings, and should also
indicate clearly on what evidence the auditors have relied in
respect of such subsidiaries.
“3. Whether all the information essential to an efficient
audit has been furnished to them.
“4. Whether in their opinion the form of the balancesheet and of the income, or profit-and-loss, account is such
as fairly to present the financial position and the results of
operation.
“5. Whether the accounts are in their opinion fairly
determined on the basis of consistent application of the
system of accounting regularly employed by the company.
“6. Whether such system in their opinion conforms to
accepted accounting practices, and particularly whether it
is in any respect inconsistent with any of the principles set
forth in the statement attached hereto.
“I shall personally appreciate very much your prompt con
sideration of this matter and any cooperation which you may
extend to the exchange in regard thereto.”
The letter was accompanied by a statement prepared by the
Institute’s special committee on cooperation with stock exchanges.
The text of that statement appeared in The Journal of Ac
countancy for March, 1933.

A group of accountants comprising
several firms whose clientele embraces
listed companies prepared a joint re
sponse to Mr. Whitney’s letter. This group had not and did
not claim any official status, but it is believed that the views
which were expressed by these accountants will be endorsed by
practically all members of the profession. The text of the letter
addressed to the stock exchange by this group reads as follows:

Accountants Send
Reply

“As auditors of a substantial number of corporations whose
securities are listed on the New York stock exchange, we have
received copies of the letter in relation to audits addressed by
you to such companies under date of January 31. We are anxious
to do everything in our power to assist the exchange, and it has
seemed to us that it will be helpful and more convenient to the
exchange for us to deal with some of the general phases of the
subject under consideration collectively in a single letter, reference
to which will make it unnecessary to discuss these points in the
letters which we shall in due course furnish to our clients and
242
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which they in turn will presumably furnish to the exchange for
its confidential use.
“We fully recognize the importance of defining the responsibil
ity of auditors and of bringing about a proper understanding on
the part of the investing public of the scope and significance of
financial audits, to the end that their importance should not be
underrated nor their protective value exaggerated in the minds of
investors. This is the more necessary because the problem of
delimiting the scope of audits or examinations is essentially one
of appraising the risks against which safeguards are desirable in
comparison with the costs of providing such safeguards. The
cost of an audit so extensive as to safeguard against all risks
would be prohibitive; and the problem is, therefore, to develop
a general scheme of examination of accounts under which reason
ably adequate safeguards may be secured at a cost that will be
within the limit of a prudent economy. The position was
clearly stated by a partner in one of the signatory firms in 1926 as
follows:
“ ‘ In any such work we must be practical; it is no use laying
down counsels of perfection or attempting to extend the scope
of the audit unduly. An audit is a safeguard; the mainte
nance of this safeguard entails an expense; and this expense
can be justified only if the value of the safeguard is found to
be fully commensurate with its cost. The cost of an audit
so extensive as to be a complete safeguard would be enormous
and far beyond any value to be derived from it. A super
ficial audit is dangerous because of the sense of false security
which it creates. Between the two extremes there lies a
mean, at which the audit abundantly justifies its cost.’
“We are in accord with the general concept of the scope of an
examination such as would justify the certification of a balancesheet and income account for submission to stockholders which is
implied in the reference to the bulletin Verification of Financial
Statements contained in the first question asked by the exchange.
That bulletin was designed primarily as a guide to procedure
which would afford reasonable assurance that the financial posi
tion of the borrower was not less favorable than it was represented
by him to be; and as the bulletin explicitly states, it was not con
templated that such an examination would necessarily disclose
under-statements of assets (and profits), resulting from charges
to operations of items which might have been carried as assets,
or defalcations on the part of employees.
“This latter point is particularly applicable to financial exami
nations of larger companies which, generally speaking, constitute
the class whose securities are listed on the New York stock ex
change. Such companies rely on an adequate system of internal
check to prevent or disclose defalcations, and independent ac
countants making a financial examination do not attempt to
duplicate the work of the internal auditors.
243
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“The bulletin Verification of Financial Statements, to which
reference has been made, was, as was clearly pointed out in the
first edition, framed to fit the case of borrowers engaged in busi
ness on a relatively small or medium-sized scale. It was recog
nized in that bulletin (see paragraph 131 of the present edition)
that an effective system of internal check would make some por
tions of the procedure outlined in the bulletin unnecessary.
Naturally, the larger a corporation and the more extensive and
effective its system of accounting and internal check, the less
extensive is the detailed checking necessary to an adequate
verification of the balance-sheet. Since companies listed on your
exchange are among the larger corporations, it is in general true
that the procedure in examinations of annual accounts is less
detailed in the case of those companies than in the class of cases
which the framers of the bulletin had particularly in mind. It is,
however, true, we think, that the examinations made by inde
pendent auditors in such cases, coupled with the system of internal
check, constitute at least as effective a safeguard as is secured in
the case of smaller corporations having a less adequate system of
internal check, in the examination of which the procedure outlined
in the bulletin has been more closely followed.
“The ordinary form of financial examination of listed com
panies, in so far as it relates to the verification in detail of the
income account, is not, we believe, so extensive as that contem
plated by the bulletin. To verify this detail would often be a
task of a very considerable magnitude, particularly in the case
of companies having complex accounting systems, and we question
whether the expense of such a verification would be justified by
the value to the investor of the results to be attained. The
essential point is to guard against any substantial overstatement
of income, and this can be reasonably assured by the auditor
satisfying himself of the correctness of the balance-sheets at the
beginning and end of the period covered by his examination, and
reviewing the important transactions during the year.
“The second point on which information is requested in your
letter to listed companies relates to subsidiary companies. This
question is obviously pertinent, and presents no difficulty to the
accountant called upon to reply to it.
“The third question, calling for a statement whether all
essential information has been furnished to the auditors, con
templates, we take it, that the auditors shall indicate whether all
the information which they have deemed essential and sought
has been furnished to them. It is obviously conceivable that a
management might be in possession of information which would
have a material bearing on the accountant’s view of the financial
position if he knew of its existence, but that the auditor might
have no way of discovering that such information existed.
“Your fourth question relates to the form in which the ac
counts are submitted. We take it that you desire to be informed
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whether the accounts in the opinion of the auditor set forth the
results fairly to the extent that they purport to do so, and that
the inquiry does not go to the question whether regard for the
interests of the stockholders calls for more detailed statements of
the financial position and the operations of the company than
those now given. The question how much information should
be given to stockholders is one on which wide differences of opinion
exist, and it is not our understanding that the exchange is at
tempting to deal with this point in this inquiry.
“Referring to the fifth question—we attach as great importance
as the exchange evidently does to consistency of method in the
presentation of financial statements by corporations. The only
further comment on this question which seems called for is to
emphasize the part which judgment necessarily plays in the
determination of results, even if principles are consistently
adhered to. There would, we take it, be no objection to an
accountant answering the fifth question in the affirmative, even
though in his opinion the judgment of the management had been
somewhat more conservative at the close of a year than a year
earlier, or vice versa. We think it well to mention this point and
to emphasize the fact that accounts must necessarily be largely
expressions of judgment, and that the primary responsibility for
forming these judgments must rest on the management of the
corporation. And though the auditor must assume the duty of
expressing his dissent through a qualification in his report, or
otherwise, if the conclusions reached by the management are in
his opinion manifestly unsound, he does not undertake in practice,
and should not, we think, be expected to substitute his judgment
for that of the management when the difference is not of major
importance, when the management’s judgment is not unreason
able, and when he has no reason to question its good faith.
“Your sixth question, apart from the specific reference to the
principles enumerated, aims, we assume, to insure that companies
are following accounting practices which have substantial
authority back of them. Answers to this question of an affirma
tive character will not, of course, be understood as implying that
all of the clients of a given firm observe similar or equally con
servative practices, either in the case of companies engaged in
the same industry, or in the case of different industries, or even
that the accounting principles adopted are precisely those which
the accountant would have himself selected, had the sole choice
rested with him.
“We agree with the five general principles enumerated in the
memorandum attached to your letter, but it may, we suppose, be
understood that rigorous application of these principles is not
essential where the amounts involved are relatively insignificant.
We mention this point not by way of any substantial reserva
tion but to avoid possible later criticism based on narrow
technicalities.
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“We shall be glad, if desired, to go further into any of the
questions herein discussed, in such way as may be most convenient
to the exchange.”
No doubt there will be other communications addressed by
accountants to the exchange, and it is hoped that the corre
spondence will be carried further, so that there may be a full
discussion of the more important points which arise in the rela
tionships between the general public, accountants and the
exchange.

During a recent session of a state
legislature a bill was introduced provid
ing that all companies whose securities
were offered for sale within that state should be audited by cer
tified public accountants of that state, maintaining an office in
that state, and should be subjected to annual audit thereafter.
This bill passed both houses of the legislature and reached the
governor, but fortunately it was recalled to the senate and there
it remained until the legislature adjourned, and no action was
taken. This bill is said to have been copied in one or two other
states and it seems to have met with the approval of the ac
countants engaged in local practice there. Consequently it is
of some importance to consider whether or not legislation of this
type is desirable from every point of view and then from any
point of view. There is much to be said in favor of legislation
which will help to protect the public from unwise investment and,
from a strictly selfish point of view, it appears desirable to
provide work for residents of a state; but the matter is not so
simple as that would indicate. There are greater considerations
and there are dangers inherent in any such legislation which may
have been overlooked in the first flush of enthusiasm. They
should not be forgotten, however, before it is too late. In the
instant case the peril of unwise legislation has been averted, but
some of the arguments which might induce accountants in any
locality to favor such legislation are so specious that they may
deceive. Accordingly we have asked permission to publish the
following letter which discusses the whole problem and adduces
cogent reasons why legislation of this character should be enacted
only with due regard for all the factors concerned. The letter
was written to the governor of the state in which this bill was
introduced and it is signed by one of the leading members of the
profession. We are purposely omitting names because we wish
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to keep the consideration of this question entirely separate from
either locality or personality. The letter follows :
“My attention has been drawn to a bill pending in the--------legislature (house bill ---- ) providing for audits of accounts of
companies whose securities are offered for registration by qualifi
cation for sale in the state of---------. It seems evident that such
legislation is likely to be enacted in various states, and it is there
fore extremely desirable that the form of legislation adopted in
the states which first deal with the problem should be of a char
acter best suited to protect investors.
“The subject with which the bill deals is one in which I have
been interested for many years; and, although my entire business
life has been spent in the accounting profession, I think I can
regard it in an objective way, especially as I do not feel that there
is any reason why such firms as mine should encourage legislation
of this kind. Public opinion will, I am confident, create a
demand for auditing services adequate to provide ample occupa
tion for competent practitioners for some years to come.
“The need for legislation seems to me to arise from the fact
that while audits are now performed in connection with the great
majority of reputable flotations, this protection is not afforded in
the case of less reputable issues. The danger of such legislation
lies in the fact that it may enable the less reputable promoter to
attribute to the audits made in compliance therewith a significance
greater than they would, in fact, possess. Such exaggeration of
significance may arise in one of two ways.
“Investors are only too prone to regard balance-sheets and
income accounts as positive and indisputable statements of fact,
whereas, owing to the complexities of modern business, they can
in reality be no more than estimates based on assumptions, some
of which rest on accounting conventions and others on the judg
ment of individuals. To meet this point, legislation should
prohibit any accounting report from being put forward as any
thing other than an expression of opinion, while doing all that it
can to insure that the opinion will be honest, competent and based
on an adequate knowledge of the facts.
“Investors may also be led to attribute undue significance
to audited statements through unwarranted assumptions as to the
value of the opinion of the particular auditor. There is no
way in which a statute can insure that the auditor selected shall
be competent and trustworthy: it can do no more than require
that he shall have the qualifications necessary to secure authority
to practise under state laws. It is therefore highly desirable that
legislation should make it clear that the state assumes no respon
sibility for the competence or trustworthiness of the auditor,
such as, for instance, is implied in the language of section — of
house bill---- as it passed second reading in the senate: ‘Every
such audit shall be made by a reputable practising accountant or
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firm or partnership of accountants . . . recognized as competent
and responsible by the------------------- commission.’
“I should like to say a word in regard to the scope of the
examination which any such legislation should contemplate.
The house bill speaks of a ‘detailed audit, ’ but such a requirement,
in my judgment, goes far beyond the necessities of the situation.
What I think is required is such an examination as will enable the
auditor to express a fully informed opinion concerning the
profits for the period covered by the examination and the
financial position of the applicant at the close of the period. It is
undesirable to burden industry with the expense of more com
plete examinations than are reasonably required for the protec
tion of investors. Since subsidiary companies form such an
important part of modern business practice, provision should be
made for including all such companies in the examination.
“Legislative proposals of this sort inevitably raise questions
regarding the relative interests of firms of accountants doing a
nation-wide business and those of a more local character. I feel
that both types of firms are essential to a healthy development of
the profession, and my firm has adopted as a settled policy the
principle that it does not desire to expand its practice at the ex
pense of local practitioners. Holding these views, I was glad to
observe that the amendments of the house bill eliminated the
provision whereby the audits were required to be made by
certified public accountants of [name of state].
“If legislation of the character of the house bill were enacted
generally in all of the states, the inevitable result would be that,
as vendors of securities usually desire to offer them in a number
of states, they would turn naturally to accountants able to
qualify in a number of states rather than to those practising only
in a restricted territory. Firms engaged in nation-wide business
would be compelled to qualify in all the principal commercial
states. If in order to qualify it were necessary to have an office
in a particular state, the further result would be to bring such
firms into direct competition with local practitioners for the
purely local work with which, at present, they are not in any way
concerned. For these reasons, I am convinced that legislation of
a restrictive character, such as proposed by the house bill, while
at first sight it might seem to be in the interest of the local ac
countant, would ultimately tend to divert business to the firms
engaged in nation-wide practice—a tendency which I feel would
not be in the best interests of the profession or of the public.’’
A man who sits by the bedside of a very
sick friend hopes and prays that the
illness may pass and the patient recover. He may have grave
doubts and at times may utterly despair, but so long as any flicker
of life remains he continues to hope and pray. But when the
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worst has happened and the vigil is ended the watcher arises,
squares his shoulders and says, “Thank God, that is over. I did
my best to save my friend, but I need no longer distress myself
about his condition or his suffering.” In some such state of mind
the people of America are saying, “We hoped that our financial
friend could survive the serious illness which beset him, but our
hopes were vain and now that he is dead we must find a better
man to take his place. We must so guide and train this successor
that there will never be any danger of his falling into the evil ways
which led to his predecessor’s undoing.” It has been remarkable
throughout the crisis of the last month to witness the nonchalance,
the lack of excitement, with which the people contemplated the
closing of all the banks. Everyone seemed relieved that the
worst had happened. There seemed to be no possibility of any
deeper depths and so everyone seemed to say, “Cheerio, now
we can start afresh.”

One of the remarkable things about the
whole situation has been the uncertainty
as to exactly where we stood. Some have
said that we were off the gold standard. Others have said that
we were not off the gold standard. And nobody yet knows whether
we were or we were not. Of course it is dangerous to attempt to
comment upon conditions which are in a state of flux. Notes
which are written on the fifteenth day of the month to be pub
lished on the first day of the month following are not safe vehicles
of prophecy in such troublous times, but venturing, even in such
conditions, an opinion, it may be said that the prospects are
brighter today than they have been for many a day past. We
know now what we did not know assuredly before. This question
of the gold standard, however, seems to have led to a great deal of
confusion. Because the gold window of the federal reserve bank
was closed and one could not receive immediately gold bullion for
gold certificates, we were informed that the gold standard had
been deserted. But that does not seem to be true. No one who
has any knowledge of America really doubts that within a few
months at the latest he can receive gold dollars, if he want them,
for every dollar of gold certificates. It is more like changing from
a demand loan to a time loan. The gold certificates bear on their
face the words “on demand.” Well, it has been decided that the
purport of those words shall be somewhat extended, but that is
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not to say that for every dollar of certificate there will not be in
the very near future a dollar of gold available. As a matter of
fact, no one uses gold as a medium of exchange, except in theory.
We have gone on for many years calmly believing that we could
receive gold whenever we wanted it. Now some one has told us
that we must wait a few weeks before we can receive the gold that
we have never wanted to receive before. It is something like the
prohibition laws which made some people thirsty simply because
it was illegal to quench a thirst in the ancient manner. Probably
if every bank in the country would pay out gold for a few days
people would be tired of carrying it about and would bring it
back again. This is another way of saying that our potential
departure from the gold standard is purely a matter of psychology.
At any rate whether technically we are on or off the gold standard
it will be found in the long run to have been a small price to pay if
out of all this uncertainty and financial chaos some one will arise
to lead us to a sound banking system.
Perhaps we shall get away from the silly
idea that a branch bank is an outpost of
hell. The English and the Canadians
have passed through strenuous times like all the rest of us, but
their banks have stood up. We have had more bank failures in
the United States than there are banks in Great Britain. And
so far as our records go there have been no bank failures, of any
importance at any rate, in Great Britain and none at all in
Canada. We pointed out a few months ago that Frank A.
Vanderlip had ascribed 90% of the bank failures to bad manage
ment, not to the depression. Accordingly, if that be true, what
we need is a banking system which will prevent bad management,
and that can not possibly be assured so long as any group of three
or four men sitting around a country grocery-store stove can
decide to create a bank, can create it and carry it on without the
slightest knowledge of banking. What some of our bankers do
not know is terrifying. Perhaps from now on there will be new
laws which will prohibit the establishment of banks by amateurs.
We do not permit every Tom, Dick and Harry to practise medicine
or accountancy or law. Why then should we tolerate the in
efficiency, inexperience and often worse which characterize so
much of our banking? Probably seventy-five per cent. of the
banks in the country could be abolished for the general benefit of
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mankind. There are countless little neighborhoods in which two
or three banks struggle in competition, where one bank would be
more than enough to attend to all the requirements of the com
munity. In large cities there are many more banks than are
needed; and so throughout the country there has developed a
mass of banking institutions quite out of proportion to the needs
and founded in large part upon nothing more trustworthy than an
ambition to be a banker.
Out of this chaos also there will doubt
less come a better knowledge of accounts
and accountancy. The public which
has been suffering cheerfully, but suffering nevertheless, will want
to have assurance that hereafter there shall be a better super
vision and a greater knowledge of the affairs of all the institutions
which have to do with the handling of the public’s money.
Accountants can play a great part in this new era which we all
hope is about to dawn—if the break of day has not already begun
to show. There has been evidence of great advancement in the
public conception of the value of accountancy, and the prospects
are that as we settle down to the routine of rebuilding there will
be an even greater evidence of a demand for facts presented so
that all who are concerned may understand them. And here is
where the accountant, if he take advantage of his great oppor
tunity, can render an incalculable service to his fellow men.

Accountancy in the
New Day

One of the chief problems which confronts
state boards of accountancy throughout
the country is the determination of who
shall be and who shall not be considered eligible for examination
preliminary to the granting of certified-public-accountant certifi
cates. Most of the laws are reasonably clear upon the definition
of eligibility, but peculiar circumstances often give rise to applica
tions for examination from persons who feel that they are really
entitled to apply and yet have not the statutory qualifications.
As an illustration, a recent experience in the state of Minnesota is
apt. There the state board of accountancy has been in communi
cation with the attorney general on a question of admitting to
examination men who were employed as examiners in the office of
the state comptroller. These men, no doubt, had experience
which was of the utmost value to them, and they were probably
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quite well qualified to undertake accounting work, but that is not
to concede that they were qualified under the law as public ac
countants. The word “public” has been very much miscon
strued—often quite innocently. Its meaning in the vocabulary
of accountancy should not leave any uncertainty. Men who are
employed on salaries in the office of a state comptroller are not
public accountants in the strict sense of the word. They are not
engaged in a professional capacity. They may be much better
men than those who are in public work, but that has no bearing
upon the question. The plain truth is that no one except a man
who is, or intends to be, in practice as a public accountant, main
taining an office and holding himself available for professional
engagement by any reputable client, should have the slightest use
or desire for a certified-public-accountant certificate. It is really
of no more use to a man not in practice than a degree in medicine
would be to an architect or an engineering degree to a clergyman.
Public accountancy is a realm by itself and only those who are
engaged in it can have any logical excuse for desiring certification.
There is, however, always the danger of political influence, par
ticularly in the case of employees in public departments, and that
was the difficulty which arose in Minnesota. At the beginning of
the discussion the attorney general rendered an opinion that was
not in harmony with the views of the state board of accountancy.
That board persisted, however, and the decision has been reviewed
and reversed.
The Bulletin of the American Institute
of Accountants, published January 16,
1933, contained the latest opinion of the
attorney general of Minnesota. The following excerpts are of
peculiar interest:

Public Service Not
Public Accountancy

“The meaning of the term ‘public accountant’ seems to be well established.
No matter how wide the scope of an accountant’s employment may be, so long
as he is in the hire of a private employer and does not accept retainers or en
gagements from the general public as an independent public accountant, he
can not be said to be acting either as a public accountant or as an assistant to
a public accountant. While the work of the state examiners is very wide in its
scope and while undoubtedly persons doing such work may possess as great
or greater qualifications than others who are working as public accountants,
we, nevertheless, believe that the term ‘public accountant’ can not be con
strued so as to include one who is employed solely by the state of Minnesota
under the language of the statute.”

The opinion then recites briefly the history of a case in 1912 when
an action in mandamus against the state board of accountancy
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was instituted to compel it to permit an accountant, who had
acted for three years as the comptroller of the city of St. Paul, to
take the examination. The attorney general of that day main
tained that the applicant was not entitled to take the examina
tion, as his work as comptroller was not public accountancy. The
opinion of the attorney general was sustained by the district
court of Ramsay county. This decision was never appealed.
The present opinion then proceeds:
“I am of the opinion that our opinion of March 24, 1932, should be with
drawn. You are therefore advised that the chief examiner and other examiners
in the public examiner’s division of the state comptroller’s office do not, by
reason of three years’ employment in their office, obtain the right to take the
examination for certificates as certified public accountants.”

This interpretation of the law by the attorney general of Minne
sota seems to be absolutely just, and it will no doubt constitute a
valuable precedent in a field where precedents are much needed.
Not only the employees of states raise questions of eligibility, but
in a great many instances servants of the federal government
seem to labor under the belief that they are entitled to certifica
tion as public accountants. Men on the staff of the bureau of in
ternal revenue have contended that their work for the bureau is
to all intents and purposes public accounting and that, therefore,
they too should be admitted to examination. In one or two cases
there has been special enactment to permit this fallacy to pre
vail, but the great weight of sentiment is against any elasticity,
and in most states it has been possible to restrict examination
pretty rigidly so as to conform to the letter of the law. One great
trouble is that there is so much variety in the laws that the defense
against attempted encroachment can not follow the same pro
cedure in every state. However, the opinion by the attorney
general of Minnesota and other opinions as well, supported by the
pressure of professional will, are generally effective, and it is be
coming harder everywhere for men not having legal qualifications
to obtain admission to examination. And that is as it should be.
An officer of one of the state boards of
accountancy recently received a letter
from a man in another state which, for
sheer frankness and absolute disregard of the principles of right
and wrong, would be hard to equal. The letter reads:

This Must Be
Unique

" I am willing to pay $50 to have a certificate as a public accountant issued to
me. Would you be willing to issue such a certificate with the strict understand
ing that I shall never practise this profession in the state of-------- .
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“ If you decide to do this, which I trust you will, and feel the necessity of
having a set of examination papers on file in my handwriting you may forward
the necessary papers and I shall prepare them and return to you. This cer
tificate can be forwarded to me C. O. D. for this sum if you will first advise me
that you are doing so.
“ I trust that you will see your way clear to carry out this suggestion and
that it can be accomplished without any undue delay.”

This letter would be amusing if it were not that the writer of it
apparently did not know that he was doing or offering to do any
thing wrong. He seems to have thought that all he had to do
was to pay $50 for his certificate, and there seems to have been
little doubt in his mind that the state board of accountancy would
be glad to accede to his suggestion. Perhaps he was harking
back to the days of long ago when it was possible to buy degrees
as doctors of various sorts merely for the payment of a small sum
of money. What a long distance we have traveled since those
days. Most of us had come to the conclusion that the diploma
factories were all gone, yet here is a resident in a large city who
writes to the state board of another state and calmly suggests
commission of an act of the grossest sort of malfeasance. It is
discouraging, but perhaps it is too much to expect that there
should not be at least one person out of 120,000,000 who did not
know.

Accountants who are apt to consider
their own profession the most afflicted
may read with dry eye the following sentences taken from a letter
addressed by one who purports to be an attorney to members of
the bar:

The Finest

“I offer my services, which are absolutely among the finest in the profession,
to you and your clients at exceptionally moderate prices. I am certain that
my experience, skill and reputation assures you of excellent work.”

There is more in the letter, but what has been quoted is suffi
cient. Passing over the somewhat unusual construction of the
last sentence in the quotation, we may discover one who is per
fectly frank. Like most advertisers in a profession this man is
evidently confident of his ability, and he is willing to sacrifice any
semblance of modesty in order to tell the world. If anything
could convince the proponents of professional advertisement of
the follies of their ways, surely this should be it.
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By J. Weldon Jones
Introduction
If an accountant should turn historian, he might be tempted to
label some of his chapters or volumes “Reconciliations between
economic phenomena and legal concepts.” In such a chapter, we
should doubtless find a discussion of the consolidated return, for
the root of the controversy around the consolidated return has its
beginnings in the fact that economic phenomena have outrun the
legal concepts and legislative pronouncements having to do with
the phenomena. The phenomena have been nothing more or less
than the consolidation or merger movements. It touches the
present question when the consolidation is effected by means of
the holding company, with some exceptions.
From an economic standpoint, it seems undisputed that these
consolidations of corporations into an affiliated group in fact
make one economic unit. They have been so treated in the
philosophy underlying the anti-trust legislation. The account
ant has long recognized that a true picture of the group could not
be shown by presenting balance-sheets and profit-and-loss state
ments of the several corporations making up the affiliated group.
Hence the accountant has resorted to consolidated statements.
In many cases, banks and high financial officers have required
such statements. It should be kept in mind that such statements
are not taken from the books or ledgers of any one corporate
entity, but are the product of the auditor’s work-sheets. In his
efforts to show the financial position of the affiliated group as it
faces the business and economic world he has been forced to the
use of the consolidated statement. He has had his own problems
in developing a theory and a technique for the consolidation of the
financial statements—but that for the most part is another story.
It is common knowledge that the law looks upon each corporation
as a separate entity. As has been suggested, the law abandons
such a view in philosophy, perhaps, in dealing with monopolies
and restraint of trade, but such cases seem to be the exception.
Certainly the law does not give any legal sanction to the concept
of business enterprise which is behind the consolidated balancesheet. It seems equally certain that the law will be called upon to
express its opinion upon this interesting and important question.
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Otis J. Tall, of the bureau of internal revenue, predicts that the
question will be placed before the United States supreme court.
The opposing groups can muster arguments and logic to their
respective causes. It is contended that the economic theory is
strengthened by the fact that the parent corporation makes out
the return and pays the tax for the group; hence the group be
comes the taxpayer. But the other side sees in this action merely
one of agency on the part of the parent corporation. The courts
have given ammunition to each group. Under date of April 7,
1930, the United States circuit court of appeals for the second
circuit, in the case of Sweets Company of America, Inc. vs. Com
missioner, commenting on the decision of the court of claims in
the case of Swift and Company vs. United States said:
“We concur with the court of claims in the view that the several members of
the affiliated group remain the taxpayers and that the statutory provisions for a
consolidated return declare merely a method of computing the taxes of the
corporate members of the group. A change in the group does not create a new
taxpayer nor change the taxable year of those members whose affiliation con
tinues. It does however affect the computation of the consolidated net
income of the group.”

In the Gould Coupler case (5 B. T. A. 499) the board of tax ap
peals held that the entire capital stock of the affiliation should be
considered in finding a base for computing the 25 per cent. limi
tation on intangible assets which might be considered invested
capital. It seems safe to say that the board of tax appeals has
been a consistent defender of the economic view, with some excep
tions. On the other hand the commissioner has from the begin
ning leaned to the legal view.
So the stage is set for the play. If we give some of the ad
vantages which accrue to the affiliated groups using the consoli
dated return, perhaps we shall be ready to sketch the drama,
which after fifteen years continues to furnish scenes and acts in
legislative halls and court rooms. “And the end is not yet.”
The play goes on. The chief advantages to be considered in
determining whether or not to file consolidated returns have been
briefly summarized as follows:

(1) The offsetting of operating losses of one member of the
group against the taxable profit of another member.
(2) The consummation of intercompany transactions without
the recognition of taxable gain.
(3) The avoidance of tax on intercompany dissolutions, espe
cially where the dissolution is a step in a statutory
reorganization.
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(4) The administrative advantage of the parent company’s
acting as agent for the group for all tax purposes.
The above advantages are potent ones. We shall see something
of the struggle to achieve them. One can only guess the cost
which has been incurred in the contest.

History

Since the revenue act of 1917 did not clearly provide for con
solidated returns, it may be said that the principles of the consoli
dated return originated with the commissioner of internal revenue
in 1917. Treasury decision No. 2662, approved March 6, 1918,
provided that affiliated corporations should file consolidated re
turns in accordance with articles 77 and 78 of regulations 41.
These recur in articles on the consolidated return. It is of inter
est to note that treasury decision No. 2662 provided, among other
things, that to be affiliated the corporations must be engaged in
the same or closely related business. It was required that “sub
stantially all” of the stock be owned by the same corporation,
person or partnership. Treasury decision No. 3389 interpreted
“substantially all” to be 95 per cent., a figure that continues to
the present day, although some discussion has advocated a change
in the percentage. In these early regulations, it was provided
that the excess profits taxes be computed on the consolidated
basis and that the affiliated corporations should file individual
returns in the office of the collector of the respective districts.
The principles of the consolidated return first received statutory
recognition in the revenue act of 1918. Congress stated that the
return was for the purpose of preventing tax evasion and affording
an equitable method of taxation for affiliated corporations. The
1918 act in section 240 (b) also provided for the different classes
of consolidations, around which much discussion has arisen. The
section referred to reads as follows:
“For the purposes of this section, two or more domestic corporations shall be
deemed to be affiliated (1) if one corporation owns directly or controls through
closely affiliated interests or by a nominee or nominees substantially all the
stock of the other or others, or (2) if substantially all the stock of two or more
corporations is owned or controlled by the same interests. . . .”

Early the department of internal revenue attempted to read the
word “legal” into the above section so as to make the provisions
read “legal control.” The solicitor of internal revenue said that
it meant “legal control.” It may be noted that the accountant
in preparing his consolidated statements has been influenced by
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the concept of “legal control” to a large extent. The conditions
of (1) above came to be called class A consolidations, and the con
ditions of (2) above came to be known as class B consolidations.
Doubtless it was inevitable that a storm of discussion should
gather around the meaning of “substantially all” and “the same
interests.” At least, such has been the history of the consoli
dated return legislation and its problems.
The most important change in the consolidated return in the
1921 act was the fact that the return was no longer mandatory.
After January 1, 1922, the filing of a consolidated return was
optional. This option has continued to the present time, al
though the 1932 act puts a penalty in the way of a higher rate of
taxation if the consolidated return is selected. In view of the
broad powers which were later to be given the commissioner in
reference to consolidated returns, it is interesting to note that the
1921 act gave legal effect to treasury decision No. 2662, inasmuch
as there was considerable doubt as to the legal effect of treas
ury decision No. 2662. This gave legal status to the commis
sioner’s interpretation that “substantially all” meant 95 per
cent. or more of the stock of the subsidiary company.
As mentioned elsewhere, the legal theory versus the economic
theory shows outcroppings throughout the entire history of the
consolidated return. It may be seen in the interesting basis of
assessment which was incorporated in the 1921 act. Section
240 (b) follows:
“ In any case in which a tax is assessed upon the basis of a consolidated
return, the total tax shall be computed in the first instance as a unit and shall
then be assessed upon the respective affiliated corporations in such proportions
as shall be agreed upon among them, or, in the absence of any such agreement,
then on the basis of the net income assignable to each. There shall be allowed
in computing the income tax only one specific credit computed as provided in
subdivision (b) of section 236.”

The legal entity of each corporation is here recognized in the
basis of the assessment. Doubtless it is pushing logic and jus
tice too far to wonder if a strict regard for the “legal theory”
would not have allowed the affiliated corporations to have com
pounded the specific exemptions to which they might have been
entitled.
In reading regulations 62, which related to the act of 1921,
one may feel that on a number of points the consolidated return
got off to a good start and that subsequent history might have
been different if these early tendencies had been followed and
developed.
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Article 631 of regulations 62 begins as follows:
“Consolidated returns are based on the principle of levying the tax accord
ing to the true net income and invested capital of a single enterprise, even
though the business is operated through more than one corporation. Where
one corporation owns or controls the capital stock of another corporation or
other corporations, or where the stock of two or more corporations is owned by
the same interests, a situation results which is closely analogous to that of a
business maintaining one or more branch establishments. In the latter case,
because of the direct ownership of the property, the invested capital and the net
income of the branch form a part of the invested capital and the net income of
the entire organization.”

Perhaps it was too much to hope that this view would prevail
in dealing with all the problems of the consolidated return.
However, good authority in both the tax and accounting fields
would like to see this “branch” concept extended in toto to the
consolidated return. The commissioner has felt that to do so
would contravene certain other parts of the revenue act.
Another indication of a good start may be found in the follow
ing quotation taken from article 633 (b) of regulations 62:
“The words ‘substantially all the stock’ can not be interpreted as meaning
any particular percentage, but must be construed according to the facts of the
particular case. The owning or controlling of 95% or more of the outstanding
voting capital stock (not including stock in the treasury) at the beginning of
and during the taxable year will be deemed to constitute an affiliation within
the meaning of the statute. Consolidated returns may, however, be required
for any taxable year beginning prior to January 1, 1922, even though the stock
ownership is less than 95 %. When the stock ownership is less than 95 % but in
excess of 70%, a full disclosure of the affiliation should be made, showing all
pertinent facts, including the stock owned or controlled in each subsidiary or
affiliated corporation and the percentage of such stock owned or controlled to
the total stock outstanding.”

The 1924 act gave more consideration to the consolidated
return than did the 1921 act. Definitions were clarified by the
language of section 240 (c):
“For the purpose of this section, two or more domestic corporations shall be
deemed to be affiliated (1) if one corporation owns at least 95 per centum of the
voting stock of the other or others, or (2) if at least 95 per centum of the voting
stock of two or more corporations is owned by the same interests. A corpora
tion organized under the China trade act, 1922, shall not be deemed to be affili
ated with any other corporation within the meaning of this section.”

The term “voting stock” here appears for the first time. This
term has been continued in the subsequent acts. Corporations
organized under the China trade act have been made exempt
from the workings of the income-tax laws in several instances.
The 1924 act continued to allow an option to the taxpayer in the
filing of a consolidated return.
The 1926 act made no substantial changes in the 1924 act.
However, the growth of mergers and consolidations during this
259

The Journal of Accountancy
period brought the consolidated-return problem to the fore.
Case after case was taken to the courts. If we may believe arti
cles current at the time, it seems safe to say that the commis
sioner, the board of tax appeals and the courts had conflicts and
reversals in their own decisions and were at variance with each
other. One can believe that the form passed for the substance in
many cases and on the other hand that the astuteness of account
ants and lawyers found loophole after loophole allowing avoid
ance of tax. It was inevitable that the consolidated return should
be in the fore of discussion when the time came for the enactment
of the 1928 act. Let us glance at some of the discussions cur
rent in 1928 concerning the consolidated return. This study will
indicate some of the collateral problems while continuing the
historical sequence.
Collateral Problems and the Revenue Act

of

1928

Although the 1928 act did not make any substantial changes in
the wording of the statute regarding consolidated returns, several
interesting features characterize the act, and with the advent of
regulations 75, material changes in the law have taken place.
In the statute proper two items deserve attention. In section
142 (f) the following language appears:
“If a notice under section 272 (a) in respect of a deficiency for the taxable
year 1928 is mailed to a corporation, the suspension of the running of the statute
of limitations, provided in section 277, shall apply in the case of corporations
with which such corporation made a consolidated return for such taxable year.”

The same thought appears in simpler language in section 141
(i) of the 1932 act. It is believed that this section was written
into the law because of a decision of the board of tax appeals in
the Cincinnati Mining Company Case, 8 B. T. A. 79, September
16, 1927. This decision held that the statute of limitations could
be invoked by affiliated corporations which had not received an
individual notice of the deficiency that had been assessed against
the group. The case is interesting, for it might be argued that
the board here leaned to the “legalistic theory” (contrary to
some of its other decisions). The section is indicative of the
way in which laws are made.
It is interesting to recall some of the discussions concerning the
consolidated return which were going on as the time to consider
the 1928 act approached. I shall do that, and then turn to the
unusual feature of the 1928 act which in effect told the commis
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sioner to write out the technical details that should govern the
filing of consolidated returns.
Previous to the enactment of the revenue act of 1928, the
National Tax Association appointed a committee on the simpli
fication of the income tax. From the reports of this committee
and in the discussions of the annual meetings of the association,
one finds a record that throws much light on the problems sur
rounding the consolidated return. It seems well to indicate
some of the collateral problems of the subject while following the
more or less chronological order.
The following opinion of the committee mentioned above is
interesting:
“ It is generally believed that the requirement of section 240 that 95% of the
stock shall be owned is too strict. In many instances of genuine consolidation,
the actual ownership is less than 95%. This committee recommends consider
ation of a more flexible rule, a lower percentage of ownership, combined with
actual inter-company relations which require consideration in arriving at true
net income. The present high percentage of ownership required by the statute
renders the administrative officers powerless to consider cases other than those in
which the ownership is practically complete. The present law excludes from
the test of ownership ‘ all non-voting stock which is limited and preferred as to
dividends.’ The position of preferred stockholders whether having voting
powers or not is in some respects analogous to that of creditors in the distribu
tion of profits; their share is not primarily affected by the amount of taxes paid;
their interest in consolidation is very slight, if any. Furthermore, the right of
preferred stock to vote is often a limited and exceptional one, so that it is * non
voting’ in some years and ‘ voting ’ in others. On the whole, we believe that a
step towards simplification lies in the elimination of the word ‘ non-voting ’ in
section 240 (d), the effect of which would be to exclude all preferred stocks from
consideration in determining affiliation.”

It may be noted that neither of the above recommendations
has been incorporated in the revenue acts of 1928 or 1932. As
I suggest elsewhere, the accounting problems concerning minor
ity interests would become more complicated if the percentage
for affiliation were lowered. If no arbitrary percentage were set,
the cases involving individual consideration would be numerous.
Perhaps it is well, in the absence of better technique for deter
mining economic units that the arbitrary percentage has been
set high, even if it is much higher than accountants require to
justify the use of consolidated financial statements. As to the
second recommendation, the committee has a potent position.
However, the wording “non-voting stock limited and preferred
as to dividends” has been adjudicated by the courts and a very
strict literal interpretation prevails. I presume that a hesitancy
to change the status quo may have something to do with the
failure of legislation to make changes in this wording. At the
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annual meeting of the National Tax Association for 1928, George
E. Holmes read a report of the committee on simplification of the
income tax, setting forth the extent to which the recommendations
of the committee has been embodied in the 1928 act. Mr.
Holmes discussed fully and clearly a number of the more impor
tant changes in the law relating to the consolidated return. The
changes were both important and novel and deserve some
attention.
It should be noted that at the time the revenue bill of 1928 was
being discussed, the confusion about the consolidated return was
so great that the house bill actually abolished the consolidated
return as the easiest way out of the difficulty. A certain amount
of the confusion may have grown out of the attempts of the board
of tax appeals to apply the “economic concept” of branches to
consolidations and the commissioner’s procedure, in many cases,
to apply the legal theory of the separate entity of each corpora
tion. In addition to the problems which I have presented more
or less indirectly, the confusion over the profits and losses arising
from the sale of the subsidiary’s stock was great. Trouble arose
here from many causes as the records of litigation show. In
some cases the courts and the commissioner attempted to hold
to the rule that the profit or the loss was the difference between
the cost price and the sale price. It is easy to see that in the
case of the subsidiary’s stock, the cost basis might be materially
affected by the losses and gains which had been sustained by the
subsidiary and also by the dividends which had been received by
the parent company during the affiliation. Again, the waters
were troubled by the fact that the department has ruled for a
number of years that a corporation could not make a taxable
gain or a deductible loss in transactions involving its own stock.
Now, from one point of view, the stock of the subsidiary might
well be the same as the company’s own stock. In fact, the board
held in the Crocker case that the sales of subsidiary stock did
not involve taxable gains or deductible losses. In RemingtonRand, Inc. vs. Commissioner the court reversed the board and
applied the original treatment followed by the treasury, i.e.,
profit and loss arise from the difference between cost and sale
price. It has been said that the commissioner was forced in one
case to tax gains arising from sale of subsidiary’s stock and to
disallow losses. As a matter of fact, tax avoidance was possible
under almost any interpretation which the courts or the depart262
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ment might make. That is, the ingenuity of accountants and
lawyers could by perfunctory form arrangements avoid taxation
in many cases. It is interesting to note that Ralph C. Jones, of
Yale, feels that much trouble could have been avoided if the tech
nique of accountants had been closely followed in the rulings on
these moot points. Cases that involved a statutory reorganiza
tion were sometimes affected. This in turn brings up the prob
lem of the transfer of assets, which may well be called another
dark continent of income taxation.
The most unusual (some call it novel) feature of the 1928 act
applying to the consolidated return is to be found in section 141
(b). The wording of this section follows:
“Regulations—The commissioner, with the approval of the secretary, shall
prescribe such regulations as he may deem necessary in order that the tax
liability of an affiliated group of corporations making an affiliated return and of
each corporation in the group, both during and after period of affiliation, may
be determined, computed, assessed, collected and adjusted in such a manner as
clearly to reflect the income and to prevent avoidance of tax liability.”

This lengthy sentence has been hailed as a step forward in the
proper technique for handling many of our technical problems.
Some people feel that congress would do well to delegate almost or
even full legislative powers to technical administrative officers in
those cases where the intricacies of the problem are almost
beyond solution in large political legislative bodies.
As a result of the mandate just quoted, the commissioner as
sembled experts, held open meetings to receive taxpayers’ sugges
tions, and then worked almost four months behind closed doors.
The result was regulations 75. This matter begins on page 357
of regulations 74 and extends to page 380.
This attempt to produce legislation more or less en masse in
duced generally favorable reaction by those concerned. The
hopes of some men that litigation would cease were too sanguine.
Litigation still goes on, but the legality of the commissioner’s
regulations 75 has apparently received court sanction. Some of
the writers have drawn an analogy between this delegation of
legislative power and the delegating of legislative power to the
president to regulate duties under the tariff act of 1922. How
ever, this is more of a matter of law than of tax. Yet, it is signifi
cant that the problems involved in the consolidated return should
have been pressing enough to have caused congress to make the
innovation that was made when section 141 (b) of the 1928 reve
nue act was written.
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Section 141 (d) of the 1928 act abolished class B affiliations
after the year 1928. It seems well that this change was made.
It eradicated a needless source of litigation on the question of the
interpretation of the phrase “by the same interests.” Of course,
those who would like to see an extension of the economic concept
are inclined to feel that ground has been lost here. It must be
admitted that where ownership is substantially with the same
interests, the potential if not the actual conditions of an affiliation
exist—the corporations so situated are likely to be “branches.”
The following language in reference to the consolidated return
from section 141 (a) of 1928 was new and evoked a lively discus
sion at the time.
“ The making of a consolidated return shall be upon the condition that all the
corporations which have been members of the affiliated group at any time
during the taxable year for which the return is made consent to all the regula
tions under sub-section (b) prescribed prior to the making of such return; and
the making of a consolidated return shall be considered as such consent.”

Many corporations began to wonder if the advantages were
worth the cost involved. They felt that they were required to
consent to the constitutionality of regulations 75 without the
chance of making a judicial presentation of the issue. As it later
developed, article 12 (b) of regulations 75 required form 1122 to
be executed by every corporation filing a consolidated return.
The form provides among other things that the affiliates “consent
to and agree to be bound by the provisions of treasury regulations
75.”
In regulations 75, articles 33 and 34, the commissioner at
tempted to settle the knotty problem of gains and losses arising
from sales of the subsidiary’s stocks. The regulations are com
plicated, but the result seems to be somewhat of a compromise,
with a leaning toward the legal-entity theory. Apparently the
cost basis to be used in determining the gain or loss is to be ad
justed for certain losses which may have been sustained by the
parent company, but no provision is to be made for the gains
accruing to the subsidiary. As Professor Jones remarks, the basis
may go down from cost but may never rise above cost. Again the
amount of the loss which may be applied in the adjustment is
limited to that which has been deducted on a consolidated return
but could not have been deducted if an individual return had been
filed. Professor Jones raises the question as to what would have
been the amount of the statutory loss if the corporations had not
been affiliated. He concludes that congress will do well to adopt
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the accountant’s technique, for determining gains or losses in the
case of sales of subsidiary stock, and underwrites completely the
economic view in consolidated returns, i.e., that the various
affiliated corporations are in effect branches.
The act of 1932 follows the act of 1928 in delegating to the com
missioner the duty of prescribing the proper regulations for the
filing of consolidated returns. Section 141 (e) of the act makes
certain exceptions in the case of insurance companies which are
taxed under other special sections. By far the most important
feature of the 1932 act as it relates to the consolidated return lies
in section 141 (c):
“Regulations 75 shall apply in case new regulations are not prescribed prior
to the making of the consolidated return; except that for the taxable years
1932 and 1933 there shall be added to the rate of tax prescribed by sections 13
(a), 201 (b), and 204 (a), a rate of 3/4 of one per centum.”

The original house bill increased the tax on a consolidated
return 1 1/2 per cent. over the rate of 13 1/2 per cent. originally
levied on ordinary corporations. The ‘‘ penalty ” assessed in these
measures brought sharp criticism from no less a person than the
secretary of the treasury. Some excerpts from messages of the
secretary, as reported in the New York Times during April, 1932,
are of interest, since they disclose some of the latent issues and
forces behind the consolidated return. On April 7, 1932, the
secretary said:
“ The higher tax on consolidated returns is one of those provisions the cumu
lative effect of which is very great. They tend to converge the full weight of
each of them on capital actively employed in business and to discourage the
normal flow of capital into industry and commerce at a time when business men
are hesitant and industry is stagnant. In my judgment, they tend to retard
business recovery.”

One may construe this to mean that the secretary feels that the
flow of capital into combinations and affiliated groups such as
have the option of filing a consolidated return should not be dis
couraged, but perhaps the secretary did not have this question in
mind.
Again, in the same message, the secretary writes:
“ The bill provides that consolidated returns may be made by corporations
having subsidiaries, but that, for the right to make such returns, the corpora
tions shall pay a price of 1 1/2 % more of their net incomes than would be required
as tax in the case of a corporation filing a separate return. I can conceive of no
sound argument for putting a price upon the right to file a particular kind of
income-tax return.
“The provisions for consolidations should be retained in the law, like other
parts of the law which represent sound business practices and are designed to
permit recognition of such practice in the computation of taxable income. . . .
Any departure from the use of that basis (1928 act) in the law would be a back
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ward step. The novel idea of putting a price upon the use of sound accounting
methods by affiliated corporations should be eliminated from the bill.
“The statement of this committee (i.e. senate finance) on the subject of the
consolidated return in reporting the revenue bill of 1928 was in part as follows:
‘“Your committee has considered the matter very carefully and is con
vinced that the elimination of the consolidated return provision will not pro
duce any increase in revenue, will not impose any greater tax on corporations
and will in all probability permit of tax avoidance to such an extent as to de
crease revenues.’ ”

It is difficult to follow the senate finance committee in the
statement quoted. Has not the consolidated return been an
option since the 1921 act ? Suffice it to say that logic has not always
been present in the controversies about the consolidated return.
The committee on legislation of The American Institute of Ac
countants filed a brief with the finance committee of the senate
relative to the revenue act of 1932. The brief has some pertinent
observations on the consolidated return. The committee of ac
countants feel that the increase in the rate of tax on the consoli
dated return is tantamount to precluding the return entirely in
most cases. How keenly the accountants feel that ground has
been lost here may be evidenced by the following paragraph from
the brief:
“ Consolidated federal income-tax provisions have been in effect for 15 years.
Great difficulty, confusion and uncertainty will result if they are now to be
practically discontinued because of an excess tax imposed for their use. . . .
One point is certain, and that is that none of the difficulties regarding consoli
dated returns which may exist in the future will compare with the difficulties
which would result from trying now to unscramble the affairs of corporations
which for years have been making their consolidated returns.”

Again the accountant should be heard. None know better
than he of the real but unknown costs which law, taxation and
accounting have poured into the salient known as the consolidated
return.
Recent Decisions

I have touched at various times in this paper on the collateral
problems of the consolidated return. It seems well to show the
present status of some of these moot problems as they have been
set forth by the commissioner, the board of tax appeals and the
various courts in late decisions.
In the matter of gain or loss in disposition of the subsidiary’s
stock, regulations 75 have materially altered the somewhat harsh
ruling of the commissioner prior to 1928. In short, prior to 1928,
the board and the commissioner had both held that the liquidation
of a subsidiary into a parent company involved neither taxable
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gain nor deductible loss. This appears sound, since the liquida
tion would certainly be an inter-company transaction. But
where the stock of the subsidiary was sold to an outsider, the
board and the commissioner parted company. Certainly, there
is a transaction here with the outside world at arm’s length, and
the bureau of internal revenue has seemingly had the better of the
argument in holding that profit or loss is realized by such transac
tions. The board held in the Crocker case that there was no profit
or loss realized. The United States supreme court refused certi
orari on this case October 21, 1929 (U. S. Supreme Court Dockets
377 and 378). The trouble arose from the methods adopted by
the bureau in determining the gain or loss. Apparently the
bureau failed to see that more ingredients than cost and sale-price
enter into the determining of profit and loss on the sale of sub
sidiary corporations’ capital stock. It failed to see how easily
the sale of the stock can be supplanted by the sale of the assets or
vice versa—two actions having the same effect but achieved by
quite different methods.
Affiliated corporations and the net-loss provisions have been
fruitful of many controversies. The problem is elusive, espe
cially as it applies to the application of a net loss sustained before
affiliation and the final application of a net loss sustained during
affiliation but carried beyond severance of affiliation. The Wal
ton Tax Service feels that the commissioner has been more equi
table since regulations 75 were issued. Prior to 1928, it seems safe
to say that the commissioner and the board and the courts have
been largely at loggerheads. The commissioner, basing his argu
ment largely on the Swift & Co. case, prior to 1928 held that for
purposes of deducting statutory losses the entity of the individual
corporations became paramount. The court of claims made the
decision in the Swift & Co. case. The board and the circuit court
of appeals felt that statutory losses might be carried along by the
affiliated group as a unit. Since 1929, Walton Tax Service feels
that the commissioner has leaned toward the board’s view.
Under the revenue act of 1921, G. C. M. 3266, vii-16-3684, it
was held that:
“A net loss sustained by a subsidiary for a taxable year prior to affiliation
can not be applied against the net income of the affiliated group for subsequent
years in an amount greater than the portion of the consolidated net income
directly attributable to the subsidiary.”

One is forced to accept this at first glance as an equitable ruling
for the government and the taxpayer. However, it has not
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taken into consideration that after affiliation the matter of income
or loss that may be attributed to the individual subsidiary is
more or less arbitrary in many cases. Inter-company transac
tions are susceptible to considerable “window dressing.” The
ruling seems to invite such shifting of income as may be advan
tageous to the affiliated group.
It appears that the question of indirect control versus direct
control as a condition for affiliated corporations under the reve
nue acts came up early to plague the department. Here the
commissioner seemed to favor the legalistic concept, at the be
ginning, with a tendency to change in later years. For example,
in G. C. M. 2780, vii-15-3674, it was held that “there is no au
thority for considering the so-called 'indirect ’ ownership of stock
under the consolidated return provisions of the revenue act of
1924.” This position was stated in the first half of 1928. I was
interested to find that in G. C. M. 8982, x-5-4920, rendered in the
first half of 1931, the general counsel stated that “in the cases
before the courts the bureau has advanced beneficial ownership
as the fundamental test of whether affiliation should or should not
be granted. In other words, if the stock ownership, either direct
or indirect, is such that the ultimate burden of the tax would fall
upon the same persons, regardless of whether the corporations
filed consolidated return or separate returns, affiliation should be
conceded. . . . Clearly the foregoing position of the bureau before
the courts is inconsistent with the above quoted language from
G. C. M. 2780. . . .”
The general counsel went on in the memorandum to render the
opinion that affiliated status belonged to corporations where the
ownership was indirect. The particular case was that A owned
all the stock of company X and 35 per cent. of the stock of
company Y, but company X held 60 per cent. of the stock of
company Y also. Apparently such developments should en
courage those who feel that the economic concept should be given
more recognition in solving the problems which arise in this
troublesome field of income taxation.
However, the United States circuit court of appeals for the
second circuit, court decision 339, x-21-5076, on January 5, 1931,
upheld the board of tax appeals (17 B. T. A. 980) in a more com
plicated case of indirect ownership and held that the conditions
for affiliated status under the revenue act of 1918 did not
prevail.
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Doubtless one of the chief reasons why the government has
held to 95 per cent, as a condition meeting the requirements of
affiliated groups is that if less than that is considered, the matter of
minority interests becomes significant. In theory, and doubtless
in law, the minority interests are entitled to their profit that may
be reflected in inter-company transactions. Doubtless the ac
counting technique could rise to the occasion, but the waters
would be muddier than they are.
Another example of the difficulty of interpreting the phrase
“the same interest,” as it was used until the 1928 act, may be
seen in the following findings of the United States circuit court
of appeals for the second circuit on December 7, 1931. The
court in this case reversed the board of tax appeals.
“Where the S corporation owning 70% of the capital stock of the K corpora
tion, holds an option to purchase 25% of the shares of the latter corporation
owned by W, which provides that if the S corporation should elect to exercise
its option, then W should have the right for 30 days thereafter to purchase from
the S corporation all its shares of the K corporation—the S corporation does
not own or control within meaning of section 240 (c) of the revenue act of
1921, W’s 25% of the stock of the K corporation so as to authorize an affiliation
of the two corporations under that clause.”

On May 16, 1932, Justice Cardozo wrote two or more decisions
on the deductibility of losses in cases involving affiliated corpora
tions. In the Woolford Realty Company vs. J. T. Rose, Collector,
the court held:
“A net loss, as defined by section 206 of the revenue act of 1926, sustained in
1925 and 1926 by a corporation without an affiliated status in those years,
which, without the application of any part of the net loss of either year, had no
net income in 1927 when it was affiliated with another corporation within the
meaning of section 240 of that act, may not be deducted in determining the con
solidated net income of the corporations for the latter year.”

In the Planters Cotton Oil Company vs. George C. Hopkins, Col
lector, the court held to this theory although applied to a quite
different set of facts. The court held as follows:
“A net loss as defined under section 206 of the revenue act of 1926, sustained
by a corporation in a year when it is unaffiliated, may not be deducted under
that section in a subsequent year, in which it is affiliated with another corpora
tion, and in which without the application of the net loss it has no net income,
in determining the consolidated net income of the corporations for the subse
quent year, even though one person is the owner in the first year of substan
tially all the stock of the corporation sustaining the net loss and the owner in
the subsequent year of substantially all the stock of the two corporations.”

The internal revenue bulletin for July 11, 1932, carries a tran
script of the Athol Manfacturing Company vs. Commissioner
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case as heard by the United States circuit court of appeals for the
first circuit, which decided, among other issues, the following:
“Where a new corporation acquires the business and the assets of an old
corporation, a net loss sustained by the old corporation may not be deducted
under section 206 of the revenue act of 1924 in computing the net income of the
new corporation.”

One is led to believe that the courts have practically put a stop
to the carrying forward of statutory net losses when a change
takes place in the corporate form. From the economic point of
view such rulings may seem unjust in many cases. However, it
can hardly be doubted that tax avoidance has been effected by
abuses of the carrying forward of losses into an affiliation that has
large profits to offset. To bar the carrying forward of the losses,
the courts have been forced to take, in general, the legalistic view
of the separate entity of the corporations, i.e., that after a merger
or consolidation there came into existence a new taxpayer en
tirely. And, as has been suggested, perhaps the knowledge of
the abuses which have grown up together with the necessity of
the times with regard to taxes have had indirect influence on the
rulings. At least it is interesting to note in the Woolford Realty
Company case, the learned and liberal justice observes: “Exped
iency may tip the scales when arguments are nicely balanced.”
Conclusion
So the controversy about the consolidated return goes on. It
goes on because the real problem is one of economic phenomena
in relation to taxation. The consolidated return is not the prob
lem but the attempted solution to the problem of taxing income
of consolidations and affiliations. It is the same problem that
brought consolidated financial statements into accounting
technique. To abolish the consolidated return will not solve the
problems, as has been pointed out by Professor Jones. Some of
us may believe with him that the success of the “consolidated
return will depend ultimately upon the extension of the tech
niques of the consolidated balance-sheet to the consolidated
return.”
Undoubtedly, three factors are largely to blame for the present
confusion:
(a) The tremendous growth of consolidations and affiliations
in the last decade.
(b) The changes that were effected in the laws in regulations
75, now aggravated by the 1932 rates.
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(c) The complex pattern of the problem which has been a fer
tile field for the use of technicalities by all parties in
volved.
While it is true that regulations 75 are liberalizing and pro
gressive, yet the very fact that the laws suffered a change at a
crucial stage, i.e., when consolidations were being effected in
almost every conceivable way, apparently has added to the
litigation.
No doubt, the commissioner’s regulations under the revenue
act of 1932 will again take a forward step in clearing up the con
fusion. The assessment of higher rates on the consolidated
return may lead many affiliations back to individual returns.
(This may be done by obtaining the permission of the commis
sioner.) To an accountant this would seem a backward step.
The manipulations which are possible are many and devious.
Transactions within a group do not have the test of “arm’s
length.” Income and losses may be shifted to the advantage of
the affiliation. Perhaps convenience and other advantages of
the consolidated return, mentioned at the beginning of this paper,
will be sufficient to cause the continuance of its use. One can
imagine what will go on in accounting offices as the options are
discussed. That may give accountants and lawyers work; it
may sharpen wits—but what of the canons of simplicity in tax
laws? Can the consolidated return be made simpler? Perhaps,
but not simple. Little of that quality remains in life.
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Effects of Recent Events on Financial Statements *
By Warren W. Nissley
So much has already been said and written on the effects of
recent events by the many bankers, economists, philosophers,
educators, statesmen, lawyers and technocrats who have dis
cussed it, that anything said now must include much repetition.
Perhaps the only excuse for saying anything further is the ap
parent uncertainty of our best minds as to what the events of the
last few years really mean—and indeed as to what the really
significant events were. In our ideas about the depression, we
seem to be in the same situation as Christopher Columbus after
he had returned from the discovery of America. He is said to
have told the queen of Spain that "when we were on the way
there, we didn’t know where we were going; when we got there,
we didn’t know where we were; when we left there, we didn’t know
at first if we were starting back or going further; and when we
finally realized that we were actually on our way back, we didn’t
know where we had been.”
In most of the articles and discussions relative to this depres
sion, one finds little except generalities concerning the basic
facts that caused it. There is a pretty general agreement that
inflation and the subsequent deflation have been among the most
important proximate causes of many of the ills from which we now
suffer. But these are effects of the boom and of the depression—
not the basic causes. Most discussions confine themselves to
these and other immediate causes and to the cure of them, and
they do not go into primary causes at all. At first glance, that
seems sound and practical, for our immediate concern is the
improvement of the existing situation, and the elementary causes
that produced that situation may appear academic. But unless
we diagnose the disease properly, the treatment may aggravate
it instead of curing it, and some of the proposals in congress and
elsewhere appear likely to have that result. To prescribe reme
dies without definitely knowing the basic causes seems to me to be
like a fire department responding to an alarm, seeing a great
deal of smoke and attempting to put out the smoke without find
ing the fire. That simile seems particularly appropriate here
* An address delivered to the New York Chapter of the National Institute of Credit, February 2,
1933.
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because many persons with a special group or special interest to
protect are undoubtedly creating smoke screens, not connected
with the depression itself, in order that the real issues may be
obscured and their special interests protected or promoted.
In the last analysis, it would seem that we must look into the
acts of men and women, individually and collectively, for the
initial impetus causing economic disturbances and for basic
remedies to alleviate these disturbances. (I am not speaking
now of disturbances caused by earthquakes, floods, tidal waves,
crop failure, hurricanes or other happenings obviously beyond
our control.)
In times like these, it is natural for us to blame the economic
machine that we have created; but, if we are honest with our
selves, we can trace most of our distress to misuse of the machine
by our own improper acts and not to defects in the machine itself.
Our economic system has been developed over a long period of
time and has stood the test of centuries, and while it is obvious
that it is far from perfect, it is certainly the most practical pro
cedure yet developed to control the economic acts of man and
at the same time to permit that freedom of individual action and
that reward for ability, initiative and accomplishment which
we feel are essential to our personal liberty.
We must not underestimate the economic difficulties with
which we are now faced, individually and as a nation. Our
national wealth and the distribution of its ownership have in
creased much more rapidly during the last few decades than have
our economic education and experience in properly handling the
new problems created by this development.
The so-called “new era” will very probably be described by
history merely as a cyclical speculative era or boom. The acts of
man during that boom were not materially different from his acts
during previous booms, except that more people were involved.
The essential error as always appears to have been unwise use
of purchasing power and particularly of borrowed purchasing
power. I include with borrowed purchasing power that held by
corporations in the form of funded debt or as equity money. I
also include deposits held by banks and funds borrowed from
their citizens by municipal, state and national governments.
What a man does with purchasing power that he owns is
principally his own business. But the use he makes of borrowed
purchasing power vitally affects others. He can hurt the lender
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more than himself, for while he may protect himself by some form
of limited liability or by seeking relief in bankruptcy, he may
destroy the savings which the lender has set up for his old age or
for emergencies, and he may even destroy the belief of the lender
in the value of saving. I do not need to say that purchasing
power should never be borrowed except as part of a sound pro
gram for repaying the loan out of the use of what is bought with
the proceeds, either as profit entirely or partly as profit and partly
as liquidation. In the case of borrowing by a consumer, there
should be fair assurance of purchasing power to be received in the
future in excess of that required for current needs. The expected
profit which is relied on should be based on rendering a service—
an event which can be predicted with some assurance—and not
on a speculative increase in the value of that which is bought, for
the expected increase may be replaced by a decrease in value.
The lender has a greater responsibility, because he has a more
vital interest in seeing that the borrower’s program is sound than
has the borrower himself. The latter is naturally optimistic
as to the wisdom of his course.
Some of the unwise uses made of purchasing power by people
for their personal account during the new era included:

1. Purchase of securities at prices that were too high and pur
chase of many securities that were unsound at any price
and, in too many cases, doing so with borrowed money.
2. Purchase of real estate at prices that were too high and, in
almost all cases, with a down payment that was too small.
3. Failure to put aside a sufficient portion of the purchasing
power they received currently in the form of savings for a
rainy day.
4. Failure of many of those who did save to realize that savings
should not be subjected to speculative risks. This was
due in part to the new doctrine that persons with small
resources could properly buy common stocks—a doubtful
doctrine at best.
5. Going into debt potentially by adopting a standard of living
not warranted by their current economic status or by
their prospective income over a period of years. This
was caused partly, at least, by widespread instalment
sales and high-pressure salesmanship in general. But the
most important factor was the failure to realize that their
largely increased income resulted from a temporary in
flation of everything and that it could not be expected to
continue indefinitely at that level.
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Some of the principal errors of corporations and business enter
prises generally in using the purchasing power available to them
appear to have been:
1. Expanding productive capacity beyond reasonable average
needs. This also was largely due to the general belief
that the temporary speculative cycle was a “new era”
and a permanent one. The problem caused by the con
struction of additional productive equipment has been
accentuated by technological improvements which have
largely increased the production of both the old and the
new equipment.
2. Acquiring other companies and properties at prices that were
too high and creating large and complicated corporations
which, in many cases, failed to show the reduced operating
expenses that the merger was supposed to provide and,
on the other hand, produced much larger overhead ex
penses than the combined overhead of the constituent
companies accompanied by more distant management.
3. Instituting stock-purchase plans for employees who did
not have an economic status to warrant any investments
subject to such variations in earnings and prices as equity
stocks and selling these stocks to the employees at prices
that were too high.
4. In the case of financial institutions, making loans which
did not meet the test of having a sound program for
repayment. This applies both to collateral loans for
purely speculative purposes and to foreign loans which
could not be repaid because of tremendous excesses of
exports over imports.

All these are related to lack of wisdom in man, and the result
ing difficulties should be ascribed to errors of judgment rather than
to basic defects in our economic system—unless we assume that it
is impossible to educate the citizens of a free country so that they
are capable of intelligent action if allowed to reach their own con
clusions and that no system is permissible which permits them
to do so. I do not think we are ready even to consider a system
which will permanently take this freedom of action from them.
I have complete confidence that the solution of our economic
problems should and will come from a gradual improvement of
our existing system rather than from any violent change in our
social order. But that confidence is based on the further belief
that we shall develop the leaders we need who will show us the
way and will see to it that our citizens receive the proper form of
economic information and education to enable them to make
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sound decisions as to their personal problems and to enable them
to select at the polls, at stockholders’ meetings and elsewhere men
who will make sound decisions as to their collective problems.
Unless this is done, the citizens of our country can only constitute
a horde of unrestrained individual bulls (and bears) charging
around in the economic china shop, and no one can tell what the
result will be. A man’s success depends largely on the accuracy
of his foresight, and the success of nations depends even more
largely on the collective foresight of its citizens and leaders. We
must do everything possible to improve the quality of that fore
sight and to convince our citizens that fair play and an apprecia
tion of the rights of others pays best in the long run. A man who
attempts to obtain a temporary personal advantage by sharp
practice always finds that it doesn’t pay in the end. He is like
the runner who tries to beat the gun and rarely wins the race,
because the starter sets him back of the others and compels him
to start again. Those who refuse to play ball in the business
world are soon discovered and are set back by the united action
of their fellow citizens. But we are confronted by no easy task.
When we realize that our own country consists of over 100,000,000
citizens and that we must prevail on them to act intelligently
and in the interests of all and to cease clamoring for action favor
able to one organized minority at the expense of others, it seems
almost easier to try to control the movement of the tides and the
celestial bodies. It may well be that it will be necessary for us
temporarily to institute a new form of economic leadership
having more power over individual economic action than we have
ever been accustomed to in the past. If such economic power
could be granted to a supreme economic council, having the
integrity, ability and independence of thought and action and the
freedom from interference which we expect from the justices of
the supreme court of the United States, our free institutions
would not be jeopardized. Such a group with absolute power
should be able to make real progress by the issuance of orders for
certain arbitrary economic and financial adjustments which
should be far more equitable than any such action from a partisan
and politically controlled congress. I do not believe that any
such arbitrary adjustments alone will completely solve our
problems, but they should be of material assistance. Needless to
say, the result of these adjustments would appear inequitable to
many from their individual standpoint. But there is no painless
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method of making the adjustments necessary to end this depres
sion, and such a body should at least be efficient, which a politi
cally controlled group can not be. If such a body were created,
its absolute power should be continued only until we are well
started on the way to recovery, but it might well be continued
permanently as an advisory body.
The economic status of a person is at least as important to him
nowadays as his liberty. The expense of maintaining a perma
nent fact-finding national economic council would be negligible.
If a competent non-political and independent personnel could be
enlisted, its opinions would be of the greatest value to the coun
try. If such a body were in existence, I should like to see it
prepare a daily or weekly resume of important economic facts
in simple language. And then I should like to see a provision
made by law or voluntary action which would require every
newspaper in the United States to print each of these statements
in the center of its front page. Our ordinary citizens would then
be faced regularly with sound advice and would not be so ready
to believe the contents of market letters or the advice of custom
ers’ men, and sound economic advice and education could be given
the widespread publicity which it lacks today. If that had been
done in the past, I do not believe many corporate common
stocks would have sold for from 25 to 50 times their best annual
earnings in 1929, nor do I think the stock of many sound com
panies would sell today for less than their net current assets.
The widows and orphans and those of small income and small
total savings would be more inclined to place their funds in proper
hands, and brokers’ offices might never again be crowded with
thousands of persons who have no right to speculate. Our
financial leaders would be less apt to lose their heads, and the
importance of honest work, of thrift and of the homely virtues
might again be understood by the rank and file of our citizens.
I think also that the dangers of over-expansion might be so em
phasized that dishonest promoters would find it much more diffi
cult to obtain funds, and honest promoters would find the advice
useful in reaching sound conclusions. It may be impracticable
to obtain such an economic council under our constitution and,
since it could not function unless it were as free from political
control as the supreme court, it would undoubtedly have many
clashes with the executive, legislative and judicial departments
of our government.
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Even if we could obtain the form of economic supervision and
advice just described, we should still need an honest, independent
and unselfish business and political leadership actively to conduct
our daily affairs. These men would require sufficient mental
ability, first, to analyze the problem properly and, second, to win
the confidence of the nation and to get the necessary things done
to correct it. This would not require supermen, for we are not
lacking in potential leaders with the requisite mental ability,
but it would require men stimulated by less selfish and more far
sighted motives than we have been accustomed to in the recent
past. With rare exceptions, leaders are spurred on by the desire
for personal wealth and personal power, and rewards of this kind
are well worth their cost if based on value received, but the size
of the reward should be determined by those who pay and not by
those who receive it. I suspect that the thinking of too many
of our present leaders is clouded and distorted by the fear that
they may discover that the best procedure for all might be bad
for them individually or for the interests they represent. We
need more business leaders of the old fashioned type who are
accustomed to hard work, economy, strict honesty, long experi
ence in the business they direct and slow and legitimate accumula
tion of fortunes as a result of saving part of the rewards to which
they are fully entitled for services actually rendered; and we
need more political leaders with the rugged honesty of purpose
and devotion to duty that we are accustomed to ascribe to Abra
ham Lincoln. Without endorsing other qualities of the Japanese,
I confess that I am impressed by the fact that, in times of stress,
they always seem to seek out their elder statesmen and get their
advice. We are a precocious country, and look on many of our
elders as old fashioned, but it is just possible that we have relied
lately too little on experience and too much on new theories for
our leadership.
In addition to improving the quality of our leadership, some
thing must be done also to improve its economic morality.
There appears to be no definite code now which criticizes very
severely many things which are obviously inequitable if it is
admitted that management acts in a capacity of semi-trusteeship.
It would surely create a better sentiment toward management if
management adopted the tradition of the sea and refused to save
itself at the expense of those in its care. It is reasonably certain
that business leaders will adopt an improved code of their own
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volition, but, if they do not do so, an extension of publicity as
to corporate affairs and the weight of public opinion will force it
upon them. There are many difficult problems involved in
establishing this code and the solution of them must be a gradual
evolution. The public generally owes a debt of gratitude to the
New York stock exchange for its work in promoting corporate
publicity and fair dealing in the affairs of public companies. I
believe also that it is just to say that the work of public account
ants in this matter is not fully appreciated.
I hesitate to add anything to the mass of literature filled with
definite suggestions for ending this depression. But I suppose
this paper would be incomplete without something of that kind.
It seems to me that our present general economic difficulties are
reflected principally by the unsound conditions found in the
balance-sheets and income accounts of the persons, business
organizations, municipalities, states and countries that make up
the civilized world, and that these world problems are a summa
tion and multiplication of the individual problems met in the
balance-sheets and income accounts handled by credit men and
accountants in their daily work.
Moreover, the depression can only be ended as these individual
balance-sheets and income accounts are put on a sound basis.
It would be desirable, of course, to find some single process or
procedure by which all balance-sheets and income accounts could
be corrected simultaneously and in a painless manner; and there is
a constant flow of suggestions of actions which are supposed to
be able to accomplish this. Some people think that some form
of inflation, or of the newly discovered reflation, will accomplish
the trick. Others think that cancelling war debts, lowering
interest rates, reducing armaments, controlling production,
constructing self-liquidating projects, increasing foreign trade,
hiding behind a prohibitive tariff wall, granting bonuses to farmers
or others, etc., will do it. There is no doubt that some of these
might be helpful. But the inter-relationships between these
individual balance-sheets and income accounts are so complex
that an adjustment of one set frequently creates even more diffi
cult problems in others, and it is too much to hope that a single
procedure can adjust them all and particularly that any single
adjustment can keep everyone in the position in which he
thought he was several years ago. There are bound to be many
tragedies of the most heart-rending type involving much mental
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and some physical suffering as a result of these adjustments.
But the sooner we realize that these balance-sheets and income
accounts must be adjusted one at a time, and by a process of give
and take, the better it will be for all concerned. It is going to
require a very substantial period of time to complete the job.
But there is no sense in hoping for a panacea.
In this work of adjustment, credit men and accountants will
play a prominent part. And if, in the future, the public will look
to them for advice on economic and financial subjects, I think
we may avoid some of the excesses of the next boom period—for
a boom period is certain to follow this depression. As long as our
citizens have the right to buy what they want whenever they
want to, or are able to, we are certain to have wide variations in
the volume of business done, and we know the effects of the circle
by which increased buying increases employment which again
increases buying and expansion of manufacturing, and so on.
That circle is commonly called vicious when buying is decreasing,
but it may be just as vicious when it is increasing. Also, as long
as we have the instinct to take chances which in the past has been
of great value in developing the country, we shall have specula
tion. But the variations in buying and the extent of speculation
can be kept within reasonable bounds by more widespread eco
nomic education as to sound methods of determining relative
values and by better leadership in business, banking and politics.
Now let us consider briefly the effects of the events of the
recent boom on balance-sheets and income accounts of business
organizations. Some of the principal effects were the following:
On income accounts:
1. Gross volume of business increased.
2. Instalment selling and high-pressure salesmanship in
creased.
3. Manufacturing costs decreased at the same time that
wages increased.
4. Overhead expenses increased.
5. Net profits increased.
On balance-sheets:
1. Plant and property accounts were increased by new addi
tions and by write-ups as a result of appraisals.
2. Working capital and total capital increased.
3. Fixed debt and floating debt decreased.
4. Corporations entered into the policy of selling their own
stock to their employees, principally on the instalment
plan.
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5. Complicated corporate structures increased.
6. No-par-value stock, stock split-ups and stock dividends
became common.

It is not my purpose to enter into a lengthy discussion of these
factors as they are largely of historical value. It may be worth
while, however, to discuss them briefly since many of the read
justments now necessary were caused by the events of the period
ended in 1929.
The effects that were most apparent were the large increase
in the volume of business available and the increase in manufac
turing facilities. By the development of new machinery and the
improvement in the efficiency of workmen, manufacturing costs
per unit of finished product were materially reduced, although
wages per hour were largely increased. As a result, selling prices
of finished products were increased much more slowly than wages
were increased, and, at the same time, sales were made at large
profits. Under these conditions, those who received wages and
those who received dividends found themselves in possession of
largely increased purchasing power in terms of the things it would
buy as well as in terms of dollars.
The momentum of the demand created by this increased
purchasing power caused industrial units to expand their plants
far beyond our average requirements, and, indeed, beyond the
demand existing at the height of the boom. The results finally
were an accumulation of inventories in excess of what could be
sold, and, more serious still to the price structure, the existence of
plant facilities which were able to produce additional potential
inventories on short notice.
Many corporations also increased their equity capital, by large
sales of new securities as a result of easy conditions in the money
market, and reduced or paid off their bank loans in addition to
paying for new construction from this new capital. In many
cases, corporations held so much cash as a result of earnings in
excess of dividends or of excessive capitalization that they became
important factors in the loan markets. This absence of impor
tant liabilities and strong cash position at the end of the boom
period explains the comparatively small number of important
industrial bankruptcies since the depression began.
The boom period was also characterized by the practice on the
part of many companies of having their plant and equipment
appraised and set up on their balance-sheets at the appraised
281

The Journal of Accountancy

values. This was undoubtedly done in many cases to attempt
to justify by the balance-sheet part, at least, of the ridiculous
prices at which the companies’ securities were selling in the market.
New doctrines for calculating the value of stocks on the basis
of earnings were also developed. It used to be the practice to
find the average earnings per share for a five or ten year period
and multiply that result by a factor averaging, say, 10, but de
pending on the risks of the particular business in any particular
case, to determine a fair value for the stock. This was based
on the assumption that the future might be expected to produce
about the same average earnings as the past. But, during the
“new era,'’ the annual earnings were calculated as twelve times
those of the most recent month, frequently the most profitable
month in a company’s history, and that amount was multiplied,
not by ten, but by anything from twenty to fifty, if we are to
judge from the market quotations of that period.
The theory of stock split-ups and stock dividends was also
devised during this period and very plausible explanations were
advanced to justify their use. The split-ups were said to afford
a means for the small investor to participate in the profits of
industry. The stock dividends were said to eliminate the neces
sity of paying finance charges for new capital which it would have
been necessary to raise if the earnings had been paid out as cash
dividends. However, it is quite possible that, in some cases at
least, both stock split-ups and stock dividends were used to
promote speculation in the company’s securities. An investor
who could buy a share of a stock after a split-up, but not before,
obviously had such limited resources that he should not have been
subjecting them to the risks of equity stock at all. There is,
perhaps, more justification for the stock-dividend idea if it repre
sents a real capitalization of surplus earnings and if the recipient
understands what he is getting. If, however, the total cost of
issuing, exchanging, recording, buying and selling the scrip
representing these dividends is all taken into account, it will be
found to absorb a substantial part of the saving in finance charges
for new capital issues.
Stock without par value, without which the practice of stock
split-ups and stock dividends would not have been so common,
was introduced for the protection of the investor. It was
thought that when he saw a certificate with $100 par value on it,
he would be misled into thinking it was worth that amount. It
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is doubtful whether stock without par value has been as great an
improvement as was hoped. Now the average investor has no
idea what he is getting.
While all of these things were happening, the volume of business
being done by industry and commerce began to decline, in many
cases because more was being produced than could be used, and
finally the speculative bubble burst during the latter part of 1929.
Since then we have been groping around. At first, few ad
mitted that we were in real trouble. We were presented with
the extraordinary spectacle of our national government encour
aging business leaders to set things right by expenditures for
increasing their plants when it was quite apparent that one of our
principal difficulties was the excessive industrial capacity we
already had. Since that time there has been a gradual recogni
tion of the fact that this is a major depression, and this recognition
has resulted in a series of movements instigated by the govern
ment with which all are familiar—some designed to nullify the
effects of the law of supply and demand and others to avert
panic resulting from mass psychology. The latter have been
quite effectual, but the former have not. It seems doubtful
whether anything of lasting value can be accomplished by artificial
methods to alter the natural effects of the law of supply and
demand. We must try to convince suppliers that it is common
sense to keep the supply within reasonable limits and give them
some legal machinery to enable them to do so. And we must
rely on pent-up demand and an appeal to the patriotic duty of
those with purchasing power to use it in advance of actual neces
sity, but for sound purposes. It can be shown that if the record
of many years in the past is any criterion, people will save money
by buying now. We shall then have reflation on the only
sound basis—the natural working of the law of supply and demand.
Let us now consider the present.
Most business has been progressively worse so far as profits
are concerned during 1932, and income statements must be
expected to reflect that fact. On the other hand, many com
panies find themselves in a very good cash condition. In spite
of operating losses, cash has been maintained or even built up in
some cases because of reduced inventories and receivables and
charges for depreciation in excess of the cost of replacements.
I think that the outstanding effect, other than the normal one to
which I have referred, of the happenings of 1932, on balance
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sheets and income accounts will be the burial of the remains of
that period once described as the “new era.” In most cases,
the statements will show the interment in the full light of day
because such burials are fashionable now and appear to cause
little criticism. Most executives appear to think that those
errors of judgment during the “new era,” which were the cause of
the major adjustments now necessary in the accounts of their
companies, were errors universally made by all managements.
And they realize that if these adjustments are not made now, they
will have to be made in the future. So far as the adjustments
apply entirely to the past, it appears proper to clean house now,
but it is important to ascertain whether or not any of them are
designed to relieve the future of any charges that should properly
be borne by later periods. Management is very much interested
in having future statements appear as favorable as possible,
because, while accounting is frequently described as the tool of
management, published periodical financial statements are also
the master of management—if management may be said to have
a master with the present wide distribution of the financial owner
ship of business enterprises. People know that past errors of
judgment may be excused, but that those of the future will not
be passed so readily, and the ability of management will be tested
during the years to come as never before. If the stockholders
are displeased with the results shown, they can not, unless they
are very large stockholders, do anything about changing the
management. But, to quote from a report of a committee of the
American Institute of Accountants, “the only practical way in
which an investor can today give expression to his conclusions
in regard to the management of a corporation in which he is
interested is by retaining, increasing or disposing of his invest
ment, and accounts are mainly valuable to him in so far as they
afford guidance in determining which of these courses he shall
pursue.”
The unusual adjustments to which I have referred are almost
entirely concerned with writing down the book values of such
assets as the following:
1. Inventories.
2. Accounts receivable from and investments in affiliated
enterprises.
3. Accounts and notes receivable from officers and employees,
largely representing unpaid balances on subscriptions to
the capital stock of their own corporations.
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4. Accounts with customers and banks which have become
insolvent or bankrupt.
5. Securities purchased for the temporary investment of excess
funds.
6. Investments in the companies’ own securities.
7. Property and plant.
In most cases, these write-downs will be charged to earned
surplus or to capital surplus which may have been created for
this purpose; in others to the operations of the current year.
One could argue at great length as to which is better and reach
no conclusion that would be unanimously accepted. I content
myself with saying that, since presumably all of the adjustments
are necessary primarily because of current economic conditions
rather than because of any act of the management except failure
to recognize they were coming, or of anything connected with the
ordinary business of the company, it doesn’t matter much where
the charge-off is made so long as the disclosure is complete. After
all, one looks at an income account primarily to use it as an aid in
predicting future income. The ordinary reader will assume that
the next year’s income will perhaps be the same as that of the
current year, or, at best, he will determine the trend by merely
comparing the income of the current year with that of the preced
ing year. From the viewpoint of such a reader, a better picture
of the future is obtained if both non-recurring income and non
recurring losses are eliminated from the income account. On
the other hand, in point of technical accounting, such write-offs
are expenses applicable to the income of some year, and the statis
tician will want to have them in the income account to determine
the long-time trend of the company’s earnings. The statisti
cian, however, can reinstate all surplus charges and credits in
the income accounts of the years to which they really apply
rather than in the years in which the entries are made in prepar
ing his figures—and that was the practice of accountants in
ascertaining the ten-year-average earnings in the good old
days.
The wisdom of stating inventories and receivables at their
present value, which is presumably the approximate value at
which they will be liquidated, can hardly be challenged. Whether
or not investments in outside securities should be written down to
market values depends on whether they will be liquidated at or
near those values and on whether or not the income to be received
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in the future will be on the basis of those values. Since no one
can answer that question now, it appears conservative to write
them down. If they are not so written down, their market value
should be shown on the face of the balance-sheet as part of the
descriptive matter. If these securities are subsequently sold,
there should be no credit to the income account for the amount
realized in excess of the written-down value, except perhaps for
any profit on the basis of the original cost.
If a company has purchased its own securities and is holding
them in the treasury for subsequent sale to its employees or
otherwise, it is proper to write down to market the value at which
they are carried. If such securities are definitely held for retire
ment, they need not be written down below the amount of capital
equity which they represent on the balance-sheet. It is prefer
able, however, to show stock held in the treasury for retirement
as a deduction from stock outstanding.
There is less accounting justification for drastically writing
down the book values of investments in depreciable plant and
equipment—particularly where those values originally represented
a bona-fide cash cost. Theoretically, it is entirely improper to do
so if it is expected that the reproductive values when the assets
must be replaced will be higher than the values to which they
are now written down, since funds would not be available in the
depreciation reserve to replace them at these higher prices. But,
in practice, very few companies ever have cash and marketable
securities in excess of current requirements sufficient to cover the
depreciation reserve. It is quite a general practice to use cash,
representing depreciation charges in excess of what is needed
for current replacements, as working capital to buy additional
plant and equipment or to retire funded debt or prior lien stock.
The justification given by managements for this procedure is that
they can make or save more by using the cash in this manner
than they could obtain in yield from outside investments. Since
major replacements only become necessary at infrequent inter
vals, managements feel that new capital can be obtained when
the replacements are needed.
There are practical arguments in favor of these property write
downs. One, which, of course, should have no weight with the
management, is based on the present market values of corporate
securities which, in many cases, reflect no value whatsoever for
property and plant.
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There are also, however, practical arguments in favor of the
practice from an operating standpoint.
The prime motive in reducing property values now is the desire
to reduce the annual charge for depreciation in the future. The
cost of goods manufactured, calculated on the basis of this re
duced depreciation is naturally less than it would be on the former
basis. It would not be sound to reduce depreciation just to fix
selling prices on these lower costs if it were possible to sell at
higher prices. But the excess productive capacity in industry to
which I have already referred and the intense struggle which we
must expect for the business that is available, together with the
fact that depreciation and obsolescence expense goes on whether
the equipment is used or not, means that competition will make
it necessary for the high cost companies practically to eliminate
depreciation for the time being in calculating costs for selling
prices in many industries if competitive selling prices are to be
met. And if they are not met, there will be no business available
for such companies. This simply means that to keep their
organizations together, these companies in fixing selling prices
will, for the time being, not only use their equipment without
hire but without charging for the portion of it which wears out.
That must be a temporary expedient or liquidation will result
from using up equipment without any provision for replacing it,
since naturally new capital can not be raised for new equipment
on that basis. But we must expect that this excess capacity
will eventually be taken up by the release of accumulating de
mand or that it will be corrected by the elimination of the weaker
companies through bankruptcy, and that proper accounting for
the depreciation of plant and equipment will be resumed. The
real solution will probably be a combination of the two movements.
It has been stated that a company could be honest with itself
and sell at a book loss just as well as it can pretend that there is no
loss and hide the actual loss by manipulation of the depreciation
account. That is quite true theoretically. But it is necessary to
remember that management is human. If executives give their
best service and yet are compelled to report large losses regularly
as a result of widespread deflation of all plant and equipment
values as compared with the book values of their equipment, they
become discouraged. This is particularly true if the officers are
newly appointed and feel that they are not responsible in any
way for the inflated values, and there will probably be many
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changes in management which will result in placing new officers in
control. Observation of the reactions of executives to operating
results as shown by the accounts impresses me with the impor
tance from the psychological viewpoint, of removing any mill
stones from their necks,—always assuming that these millstones
are not their own creation.
There also appears to be a practical advantage for the stock
holders. This will not become apparent until the unsound
competition and price-cutting to which I have just referred, have
been relieved, for there will be few companies that can make
profits until that time. In most cases, these write-downs will,
of necessity, be accompanied by a reduction in capital which will
be credited to surplus so that there will be sufficient surplus
available against which the write-downs can be charged. As a
result, when current earnings and cash are again available, it will
be legally possible to pay dividends which in many cases could
not have been paid without the capital reduction and property
write-down because, if these things had not been done, their
deficits would have accumulated.
It should be noted that as the stockholder gets nothing back
when the capital is reduced—i. e., the reduction is not a liquidating
dividend—future dividends may appear to be paid out of earnings
and earned surplus on the company’s books but, to the extent of
the capital reduction, they will represent a return of original capi
tal to the stockholder. We may have companies reporting losses
for federal income-tax purposes, for which the old depreciation
rates can be used unless the present laws are changed, which will
show earnings on their published reports.
I do not think, however, that any stockholder will object to
receiving dividends, provided they can be paid without injury to
the company, even if, technically, they represent a return of capi
tal. The stockholders want dividends on any plan which will
enable them to get their hands on the money. This procedure is
a matter of concern to all creditors, however, particularly long
term creditors, since the size of the capital fund which the corpora
tion must legally maintain for protection is materially reduced by
these large capital reductions, and it will be possible to withdraw
cash in the future to pay dividends which could not have been
withdrawn without a formal reduction in capital.
There is no question that frequently writing property values up
and down destroys part of the value of comparative balance
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sheets and income accounts. And we all remember that it was
not long ago when many companies were writing them up. How
ever, whether such changes in values are ideal or not, they are
being made and accountants can only report things that happen.
It is highly important, therefore, for credit men to insist on know
ing the charge for depreciation each year, if it is not shown sepa
rately in the accounts available, before one can make an intelligent
comparison of the operating results of one year with those of an
other. The New York stock exchange now considers it good
form for listed companies to give public notice of all changes in
their depreciation policies. And when one compares the invest
ments in plant and equipment from year to year, one should
know what portion of the difference represents actual additions
and deductions from equipment and what portion of the differ
ence reflects a different scheme of valuation.
Since depreciation does not constitute a current expenditure of
cash, the amount of it and the method of handling it in the ac
counts are not so vital in effecting recovery from the depression as
are items of cash income and cash expense. I said that I thought
all income accounts must be adjusted to reflect current conditions
before the depression can be ended. That means that everyone
should do the thing that he can do himself,—both as to his own
personal income account and as to those which he controls in a
managerial capacity—i. e., he should reduce the cash expenses so
that they shall be at most no greater than the cash income. That
will probably involve some additional unemployment, although
this can be avoided if the policy of spreading the work and work
ing shorter hours is adopted, as I think it should be. For society
as a whole, it is far better for all to have some work and some in
come than for a considerable group to be dependent on public
charity of one form or another.
While persons can control their expenses, they are dependent on
the actions of others for control of their income. The recovery of
income can be accelerated somewhat by clever, but sound, sales
manship and by creating products to satisfy new needs. But the
really substantial recovery must come from the gradual accumula
tion of deferred buying which eventually will be released. The
potential demand for parts and labor which will be needed to cover
the deferred maintenance of our railroads, public utilities and
industrial plants is enormous. Sooner or later, and certainly
within the next few years, the demand for automobiles will be a
289

The Journal of Accountancy

very important factor in starting economic recovery. The pro
posal of the steel industry to supply steel in standard sizes and
shapes for the construction of domestic housing appears to offer
much potential business to that industry. And, in general, we
can feel certain that the accumulation of deferred buying for the
personal needs of our millions of citizens will gradually reach the
point where there will be a net increase in buying. As soon as a
substantial part of our population believes that point to have
been reached, mass psychology will cause those with buying
power to come in with a rush and those who waited that long will
find that they have missed the bottom of the market. I do not
say that point is here yet—and in the meantime those who are
worthy and are without employment should receive all possible
help from their more fortunate neighbors—but I do believe the
natural turning point will be reached before any help can be ob
tained from any of the so-called panaceas, and, moreover, I think
the time required to reach that turning point is lengthened by the
search for panaceas.

290

Accounting in U. S. S. R.
By V. A. Diakonoff
Accounting Problems and Practice Under Credit Reform
The recent developments and the ensuing administrative de
crees (the government acts of January 14 and March 20, 1931,
regarding credit reform) regulate and give form to all business
transactions of this country in accordance with the principle of
“ hosrastchet ” (setting up the production on an economical and
self-paying basis). In order to ensure proper fulfilment of
contracts by the producers (who are direct vendors) as regards
time of delivery, quantity and quality of goods, etc., the pur
chasers are now required to “accept” vendors’ invoices prior to
their being covered by the statebank in favor of the producers.
This regulation is nothing but a sound guaranty of the proper
treatment of the facility opened by the statebank in favor of
the purchaser and a check upon the automatic crediting of pro
ducer’s account with the bank. Should the purchaser desire to
open a “letter of credit” or a “special” account in favor of all or
certain of his vendors, the bank performs such operations in a
usual way, thus segregating the transactions and directing them
through the proper channels of control.
In case of transportation difficulties or when a governmental
prohibition is proclaimed to stop the circulation of certain goods,
the bank opens a loan account in favor of the producer to the
extent of 75 per cent. of the estimated cost of the consignment in
question.
Now the difference between the selling value and the planned
cost (the “settlement price”) subject to transfer to the credit of
the enterprise’s head-office account is to be calculated on the basis
of percentage of the profit obtained by the enterprise in the pre
ceding year. The charge for depreciation is also included in the
selling price.
Finally the additional profit predetermined by the enterprise
to be the result of its cutting down the costs is credited to the head
office to the extent of 50 per cent. only, the other half being placed
by the bank to the credit of a special account with the particular
head office—the “profit insurance” account. As soon as the
monthly accounts reveal the actual percentage of the decrease in
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costs this “profit insurance” account is closed and its sums
are transferred to enterprises’ current accounts with the state
bank.
These are the principal amendments and modifications of the
credit reform that were made in January and March, 1931, after
I had submitted certain information about this reform in my
previous article published in this Journal (see March, 1931,
issue of The Journal of Accountancy).
Another modification to the “credit reform” effected in the fall
of 1931 requires that the current accounts of all enterprises have
a permanent credit balance on the books of the statebank, that is,
current accounts with the statebank must be asset and not liability
accounts on the enterprises’ balance-sheets. In case of a lack
of operating funds when this credit balance on the bank’s books is
endangered the enterprise is required to pledge its finished goods
or material stocks with the bank for additional credit granted by
the bank on a regular loan account, thus replenishing the current
account.
By this measure producing units are compelled to finance
themselves through their own production. They are thus set up
on an economical and selfpaying basis of production.
Now let us consider certain accounting problems which reflect
all those features of business transactions under the conditions
and requirements of the credit reform in U. S. S. R.

I. Under “acceptance of invoice” method
First case: When the producer and purchaser are in different
towns:
After the goods have been shipped to the purchaser the pro
ducer prepares an invoice in quadruplicate, of which two copies
are sent to the purchaser, one copy to the local branch of the
statebank and one copy to the producer’s head office. An entry
is then made for the goods shipped on the books of the producer
charging “goods shipped” account and crediting “finished
products” account at a fixed plan value which is a predetermined
cost established for the plan year.
This transfer of the amount carried in the “finished products”
account and now placed to “goods shipped” account reflects
the actual position of the inventory of the producer on the
monthly balance-sheet. The bank is then enabled to regulate
the producer’s credit affairs on the basis of information concerning
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inventories appearing in the producer’s balance-sheet, a copy of
which the bank receives each month.
After acceptance the purchaser enters the invoices on a special
schedule which he submits to the bank with one copy of invoices
attached, returning the other copy of invoices to the producer (s).
The schedule submitted to the bank stipulates the following
particulars:
(1) The value of goods received (at settlement prices).
(2) The difference between the settlement and selling values
of the consignment.
The bank makes all necessary entries and credits the producers’
accounts as per above “register” of the purchaser.
Having received from the bank the invoice with a credit note
to the effect that the invoice is being covered by the bank, the
producer makes the following entries in his books:
(a) Dr. sales account (or “realization” account).
Cr. “goods shipped” account.
Being the value of consignment “X” (at settlement prices).
Note. It is not customary in this country to keep a “cost of
sales” account, all reverse entries and other corrections being
made in red ink to the same side of the sales account.
(b) Dr. statebank account (at settlement prices).
Dr. head-office margin account (the difference between the
settlement and selling values of the consignment).
Cr. sales account (at selling prices).
Note. As long as there are two balance-sheets, one for ex
ploitation and the other for construction activities, there are also
statebank accounts in each balance-sheet to reflect operations
and values relative to either of those two activities of the enter
prise. In the given case “statebank account in exploitation”
balance-sheet is debited.
Second case: When the producer and purchaser reside in the
same town:
The procedure remains the same and the entries are made as
above, but instead of transferring the value of the consignment
to “goods shipped ” account the producer gives credit to “finished
products” account direct.
In both cases at the end of the month the “head office margin ”
account is closed back into “sales” account.
Now we come to purchaser’s accounting. Here we must take
into consideration the following cases:
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(a) The goods have arrived and been actually received by
the producer who makes an entry, charging material (inventory)
account and crediting statebank account (exploitation or con
struction, as the case may be, according to destination of the
material). This is, of course, the selling value of goods re
ceived.
(b) The goods still are in transit but the purchaser “accepts”
the invoice, nevertheless.
Dr. material in transit account.
Cr. statebank account.
(c) The goods arrived before the invoice has been received
from the producer, or
(d)
All credit facility is fully utilized by the purchaser.
In those cases (“c” and “d”) the entry is made as follows:
Dr. material (inventory) account.
Cr. documents payable account.
(e) The goods are received but not entered in material (in
ventory) account, being stored apart and left at the disposal of the
sender pending further details, negotiations or explanations.
The entry will read as follows:
Dr. “material values under trust receipt” account.
Cr. “creditors per goods received under trust receipt”
account.
The above are the “out-of-balance-sheet ” accounts mentioned
in my first article (see July, 1929, issue of The Journal of
Accountancy).
In all cases described above the head office of the particular
industry, having received the bank’s advice of the difference
between selling and settlement values (the “margin”) credited by
the bank to its account, makes the following entry:
Dr. “statebank” account.
Cr. “realization results” account.
To enter the difference between settlement and selling values
of the consignment in question (less “profit insurance” amount).
When the enterprise delivers the goods produced to the head
office special selling department direct it presents to the bank the
way-bill receipted by the selling department, the goods being
priced at settlement prices. The enterprise makes the following
entries in its books:
(1) Dr. “goods delivered to selling department” account.
Cr. “finished products” account.
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(2) Dr. “statebank” account.
Cr. “goods delivered to selling department” account
the extension being made in both cases at settlement prices
only. It is evident that the entries are of statistical meaning,
the “goods delivered to selling department” account being always
balanced, and serving to show the volume of deliveries made to
selling department during a period.

II. Under “Letter of credit” method

When the purchaser opens a “letter of credit” in favor of his
producer the latter is requested to look after all formalities as to
preparation of invoices, the “register” and other documents, as
well as to settle all formalities involved in that sort of banking
operation.
Having presented the “register” with invoices, etc., to the bank
the producer makes entries:
(1) Dr. sales account—Cr. “finished products” account for
the “settlement” value of consignment shipped.
(2)
Sundries.
To sales account (at selling prices).
Statebank account (at settlement prices).
Head-office margin account (the difference).

Should there be considerable lapse of time between the date of
shipment and the date of presentation of invoice to the bank,
the value of the consignment must first be charged to “goods
shipped” account (sub-account “under letter of credit”) to make
the trial balance real and to put it in accordance with the actual
state of affairs.
Upon receipt of the documents covered by the Bank for his
account as per his letter of credit, the purchaser at once makes an
entry debiting “material in transit” account and crediting “state
bank letter of credit” account.
As soon as the goods arrive, he makes another entry transferring
the value of the consignment from “material in transit” account
to the regular material (inventory) account.
Prior to this the purchaser, of course, charges the “statebank
letter of credit” account with the amount of the letter of
credit, upon receipt of the bank’s acknowledgment to that
effect, and gives credit to the regular current account with the
bank.
295

The Journal of Accountancy
III. Under other credit reform methods

(a) Under “special” account method
When such a special account is opened in favor of the producer,
the procedure remains practically the same as under the letter-ofcredit method previously described and a “statebank special”
account is opened and kept in a like manner.
(b) Under “part finished order” method
Sometimes the maker gets his money in parts as soon as certain
amount of work or production contracted for is done by him.
This fact is proved by special statements signed to that effect by
both parties concerned.
The settlement procedure is performed along the lines of either
of the above described methods (acceptance, letter of credit,
special account). In preparing the invoice to be presented to the
bank the maker (producer) shows the amount due him for the
volume of work done to certain date and makes the following
entry:
Dr. debitors “part finished order” account.
Cr. statebank account (the general current account).
Under this method no difference between the settlement and
selling values is ever computed, the whole affair being postponed
until the final settlement of the transaction.
(c) Settlement of accounts for various services done (con
struction, mounting, transporting, etc.) are made in the same
manner as for merchandise transactions in either of the above
described ways and methods.
(d) The loans of money against material values pledged with
the bank in cases of transportation difficulties or governmental
prohibition for certain goods to circulate are performed by
transferring the necessary amount from “statebank loan ” account
to the general current account in the particular balance-sheet
with the bank, the entries being made in the usual way.
I must further mention that all petty payments amounting
to less than 1,000 roubles are made by “cash” cheques. The
producer presents all such cheques received from his customers to
the statebank, together with special “register,” and the whole
procedure goes on in a way similar to that under the letter-ofcredit method, the difference (the head-office margin) being
treated in a usual manner. When c.o.d. or cash payments are
made to the producer’s account with the bank there are also
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transfers made to the credit of head office’s account for that
difference three times a month.
Such are the latest accounting problems encountered by every
accountant in U. S. S. R. under the credit reform now in vogue.
The above described methods and practice are established
for every trade and there may be only very slight variation in
procedure and names of accounts involved in any particular
branch of production and distribution.
The whole matter seems rather complicated and the accounting
department of the statebank—especially in Moscow—has really
become a factory, producing and handling millions of records
during every month and using large modern office machinery.
However, this universal role of the bank gives this important
institution the key for regulating affairs of all the trades and
business activities throughout the vast union and in fact our
statebank has thus become “the skeleton of socialist society,
the 9/ 10th of socialistic apparatus, the state accounting for pro
duction and distribution.” (Lenin’s prediction of 1922.)
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Legal Notes
Harold Dudley Greeley, Editor
NEGLIGENCE OF AMATEUR AUDITORS

By statute in New York, the board of directors of every bank must make an
audit of the bank each spring and fall. It may do this by a committee of at
least three of its members, and the directors have the power to employ such
assistance in making the examination as they may deem necessary (N. Y. bank
ing law, section 130). The prescribed examination is a thorough one, covering
fully the books, papers and affairs of the bank “and particularly the loans or
discounts made directly or indirectly to its officers or directors.” It is common
practice for the directors of the larger banks to employ professional auditors to
assist them, but the statutory provision about assistance is permissive and not
mandatory and home-made audits are by no means rare.
In a city in central New York, an examining committee of three directors of a
bank made an audit of its affairs. Their report “ did not reflect the true condi
tion of the bank, which had been systematically looted over the years by its
president with the connivance and assistance of practically the entire working
force, including the bookkeeper. The report did, however, reflect the condition
of the bank accurately as revealed in the books of the bank, which balanced
every night,” writes Judge Hinman in People v. Horvatt, 261 N. Y. S. 303, 309.
The balance-sheet was in agreement with the books, but unfortunately the
books happened to be wrong.
The three auditing directors were tried and convicted of making a false entry
in their report with intent to deceive the state superintendent of banks. Their
conviction was reversed by the appellate court on the grounds that there was
no motive or intent on their part to deceive or to fail to inform themselves,
that there was no proof that they knew of the falsity of their report, and that
the evidence did not show them to be guilty of such failure to inform them
selves as to permit the inference that they were willfully ignorant and thus in
tended to deceive. “Even in a civil case,” wrote the court, “it had been re
peatedly held that when evidence relied upon to establish a fraudulent intent
does not necessarily lead to that conclusion but is equally as consistent with
innocence as with wrong-doing, that construction must be given to it which
will exonerate the party. ... If this is true in civil cases where a fact may be
established by a mere preponderance of evidence, certainly there is a greater
necessity for its application in a criminal case which requires guilt to be estab
lished beyond a reasonable doubt.”
This case is interesting in its human aspects. As stated in the reported de
cision cited above, there was absolutely nothing to arouse the suspicion of any
auditor. A firm of public accountants had made audits during preceding
years and the state bank examiners had regularly made audits. Neither
had discovered that the bank had been looted. The president, the principal
offender, was a man of the highest standing in the community. “ He was a man
of good habits, never smoked or drank, was attentive to his church duties, had
been decorated by the Pope for his services to his people, and was treasurer of
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the Greek catholic union, involving the control of large sums of money. . . .
The conniving employees had been with the bank from the beginning and were
men who bore an excellent reputation.” The government during the trial
strongly urged that this president was a bootlegger. One witness testified that
at one time liquid leaked down from an upper floor over the bank and that
there was a strong smell of alcohol in the bank. But the appellate court found
no actual evidence of bootlegging and nothing to prove that any fact apt to
arouse suspicion was brought home in any way to the auditing directors.
Here certainly was a situation which tested the auditors’ maxim that nothing
is to be taken for granted.
INCOME FROM LIFE INSURANCE

The necessity for distinguishing income from principal was illustrated re
cently in an unusual situation. A debtor was receiving payments periodically
from a fund accumulated under a life-insurance policy. Each payment in
cluded a portion of the principal and the interest on the constantly diminishing
principal. The entire fund accumulated by the insurance company was being
paid in equal monthly instalments. As the principal was being reduced, the
amount of interest contained in each successive instalment of equal amount
was reduced, and thus each successive instalment contained a larger propor
tionate part of principal. A judgment creditor of the debtor’s procured a
garnishee execution whereby the creditor was entitled to 10% of the income
due to the debtor. The court decided that the creditor was not entitled to 10%
of each instalment accruing to the debtor but that he was entitled only to 10%
of the portion of each instalment that represented income. Those portions
were constantly decreasing and the amount to be turned over to the creditor
was found to be considerably less than any of the parties to the transaction had
expected. When an accountant is given an opportunity to confer with the
attorney for a creditor prior to an application for such a garnishee execution,
he should advise against the use of the word “ income” and recommend that the
execution require the payment of 10% of the total amount of each instalment.
Crossman Co. v. Rauch, 88 N. Y. Law Journal 1529.
IMPORTANCE OF TRANSFER TAX STAMPS IN STOCK SALES

The importance of complying with the provisions of state-taxation statutes
was strikingly illustrated in a recent decision. Section 270 of the tax law of
New York imposes a tax on all sales of capital stock and requires the person
making the sale to affix and cancel certain transfer-tax stamps. A vendor of
stock sued the vendee for a balance of the sale price, and the vendee defended
on the ground that the vendor had not affixed the stamps or otherwise paid the
tax. The court on appeal held that the failure of the vendor to do this was an
absolute bar to his action against the vendee for the sale price. There was a
dissenting opinion and the case may be appealed to the court of appeals, which
is the highest ranking court in New York. Cooper v. Gossett, 89 N. Y. Law
Journal 1182.
The majority opinion of the appellate division of the supreme court pointed
out that this was an executed sale and therefore taxable. The evidence showed
that the vendor offered to the vendee the correct amount of cash required for
the purchase of the stamps and that the vendee replied, “ Never mind, I will
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put the stamps on myself. I am the secretary of this company. ” The vendee
did not affix and cancel the stamps. Equitable considerations ordinarily
would estop the vendee from taking advantage of his failure to keep his promise
to affix the stamps whereby he misled the vendor to his own profit. But the
majority opinion held that although the conduct of the vendee was unconscion
able, the words of the taxing statute could not be disregarded. “ Public policy
requires that this tax statute be enforced, and overrides plaintiff’s equities.”
The statute specifically states that no taxable transfer on which the tax is not
paid at the time of the transfer shall be made the basis of any action or legal
proceeding. The court decided that even though there were no intent to
violate the law, when the vendor through ignorance of the law or through mere
inadvertence fails to pay the tax, such failure precludes his right to a recovery
in court because proof of the transfer could not be received in court.
A strong dissenting opinion was written by one of the judges. It stressed the
facts that the vendee was the secretary of the corporation whose capital stock
was sold, that he was and had been a practising attorney for twenty-nine years,
and that he had known the vendor for many years. The sale of the stock was
made at the vendee’s law office and a material part of the sale price had been
paid before the vendor instituted this action for the balance of it. The dis
senting judge wrote, “ I do not think the court should lend a willing ear to the
perpetration of such a fraud as the defendant (vendee) attempts.” He then
argued that the basis of the present action was a promissory note given by the
vendee for the balance of the selling price and that the vendor did not need to
offer any evidence relative to the transfer of the stock. This judge regarded
the vendee as the agent of the vendor for the purpose of affixing and cancelling
the necessary stamps and considered him estopped from relying upon his failure
to do so.
It is a matter of human interest, as distinguished from the application of
scientific principles of law, to note that the balance for which action was
brought was $465.68 and that the amount of tax involved was ten cents.
JOINT VENTURES

A few months ago the supreme court of Alabama had to decide a novel point
on joint ventures. A bridegroom and his bride were on a honeymoon trip in an
automobile. While the husband was driving the car, an accident occurred and
the wife was injured. An action for damages was brought and on the trial
there was evidence showing that the bridegroom was negligent in his driving.
As a matter of law, the negligence of a husband in driving an automobile is not
imputable to his wife when she is a passenger with him, and therefore his negli
gence alone would not prevent her from recovering damages in a proper case.
In this instance, however, the defendant argued that the ordinary rule of law
did not apply because a honeymoon was a joint venture or enterprise, in the
conduct of which the newly-wed husband and wife exercised equal authority
and control. The Alabama court, after due consideration, gravely decided
that a honeymoon was not a joint venture. Newell Contracting Co. v. Berry,
223 Ala. 109.
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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions
of the board of examiners. They represent merely the opinions of the
editor of the Students' Department.]

Examination in Accounting Theory and Practice—Part II

November 18, 1932, 1:30 P. M. to 6:30 P. M.
The candidate must answer questions 1 and 2, and any two of the three following
questions:
No. 2 (28 points):
The Endicott Company commenced operations January 1, 1931, manu
facturing one type of commodity of a standard pattern.
At the end of the year, the bookkeeper prepared and submitted the follow
ing statements:
Exhibit A
Statement of profits
Sales, net—3,500 articles at $40........................................................ $140,000
Deduct: Cost of 3,500 articles at $28 (exhibit B).............................
105,000
Net profit............................................................................................

$ 35,000

Exhibit B
Statement of cost of manufacture and cost of sales
Total expense (exhibit C)........................
$140,000
Total articles produced............................ 5,000
Articles in process....................................
500
Cost per article.........................................

$28

Cost of 5,000 articles at $28....................
Inventory of 1,000 articles at $28..........
“
“ 500 “
“ 14..........

$ 28,000
7,000

Cost of sales—3,500 articles at $30 (ex
hibit A)..............................................
Exhibit C
Expenses
Raw material purchases...................................................
Less: inventory—cost, plus freight..............................

Salaries and wages............................................................
Freight...............................................................................
Insurance—factory...........................................................
Taxes—
“
...........................................................
Advertising........................................................................
Printing and stationery....................................................
Rent of office.....................................................................
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$140,000
35,000
$105,000

$40,000
3,000

$ 37,000

58,000
4,600
2,300
1,300
4,594
2,200
2,400
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Interest paid......................................................................
General expenses...............................................................
Repairs—factory and machinery.....................................
Power, light and heat—factory........................................
Sundry expenses—
“
........................................
Supplies—
“
........................................
Experimental work...........................................................
Stable and auto expense—factory...................................

$1,800
10,505
2,801
7,100
3,000
900
400
1,100

Total (exhibit B).......................................................

$140,000

The accuracy of these statements is questioned, and you are called upon to
check them and to prepare a statement in statistical form showing sales, cost of
goods sold, gross profit on sales, selling expenses, net profit on sales, general and
administrative expenses, net profit on operations, financial charges and net
income for the year.
Your investigation discloses the following:

Salaries and wages account—
Officers’ salaries......................... . ......................................................
Salesmen’s salaries and commissions................................................
Labor—direct.....................................................................................
“ indirect.....................................................................................

$17,400
16,400
16,500
7,700

Total...........................................................................................

$58,000

Accrued wages, not included in above—
Labor—direct.............................................................................
$ 1,900
“ indirect..................................................................................
600
Total...........................................................................................

$ 2,500

Freight account—
Inward............................................................................................
Outward..........................................................................................

$ 2,800
1,800

Total...........................................................................................

$ 4,600

Insurance account—
Unexpired, $1,700.
Printing and stationery—
On hand, $850.
Interest paid—
$500 applies to 1932.
General expenses—
$1,300 applies to 1932.

Upon consulting with the president, it was decided that the charge for de
preciation on the factory building should be 4 per cent. on $52,000, and on
machinery 10 per cent. on $16,000, and that provision for bad debts should be
$2,100.
The capital stock outstanding was shown to be $275,000 on December 31,
1931.
Solution:
As the problem does not state the stage of completion of the work-in-process
inventory at December 31, 1931, particularly the amount of raw material in
process, the candidate may be permitted considerable leeway in his determi
nation of the value of that inventory. In this solution, it is assumed that the
entire raw material requirements are placed in process in the first operation

302

Students' Department
and that the amount of labor and manufacturing overhead applied will average
one-half the cost to complete.
Exhibit A
The Endicott Company
Statement of profit and loss for the year ended December 31, 1931
Per
Amount
unit
Net sales.............................................................................. $140,000 $40.00
62,920 17.98
Cost of sales (exhibit B)....................................................
Gross profit on sales...........................................................
Deduct: selling expenses:
Salesmen’s salaries and commissions............. $16,400
Freight out.......................................................
1,800
Advertising.......................................................
4,594
Total selling expenses.................................................
Net profit on sales..............................................................
Deduct: General and administrative expenses:
Officers’salaries............................................ $17,400
Printing and stationery...................................
1,350
Rent of office..................................................
2,400
General expenses..............................................
9,205
Bad debts.........................................................
2,100

Total general and administrative expenses.................

Net profit from operations.................................................
Interest expense..................................................................

$ 77,080 $22.02

22,794

6.51

$ 54,286 $15.51

32,455

9.27

$ 21,831 $ 6.24
1,300
.37

Net profit for the year before provision for federal in
come tax...................................................................
$ 20,531

$ 5.87

Note.—The charge for bad debts is considered oftentimes as a selling ex
pense or as a financial expense. However, the more general practice is to
treat it as shown above.
Exhibit B
The Endicott Company
Statement of cost of goods manufactured and sold for the year ended
December 31, 1931
Cost
Amount
Units
Per Unit
Materials:
Raw material purchases...........
$40,000
Freight inward..........................
2,800
Total.......................................

$42,800
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Cost
Per Unit

Amount

Units

Material used............................
Direct labor.......................................
Manufacturing expense:
$ 8,300
Indirect labor............................
Insurance...................................
600
1,300
Taxes..........................................
2,801
Repairs—factory and machinery
7,100
Power, light and heat................
3,000
Sundry expenses—factory........
900
Supplies—factory......................
Experimental work...................
400
Stable and automobile expense—
1,100
factory................................
2,080
Depreciation—factory building.
1,600
Depreciation—machinery..........

$39,800
18,400

5,000 $ 7.96
4,750
3.8737

$29,181

4,750

6.1434

Cost of manufacturing...................................
Deduct: Inventory of work-in-process........

$87,381
6,484

Cost of finished goods manufactured. ...........
Deduct: inventory of finished goods

$80,897
17,977

4,500 $17,977
1,000
17.977

Cost of goods sold..............................

$62,920

3,500 $17,977

Less: inventory—cost plus freight

Total manufacturing expense.

$3,000

$17.9771

(note 1)

Note 1.—To compute the cost of the goods-in-process, it is necessary to
multiply these goods by the unit costs applicable to material, labor and over
head. It is assumed that the goods-in-process are half completed (they are
valued at one-half of the finished goods valuation in the problem). The
value should be determined by multiplying the number of units in process by
the unit cost of raw materials, and by one-half of the per unit cost of labor and
overhead required to complete. The computation follows:
Unit
cost
$7.96
3.8737
6.1434

Amount
$3,980
968
1,536

Total...........................................................................................

$6,484

Raw material..................................................
Labor..............................................................
Manufacturing expense.................................
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Exhibit C
The Endicott Company
Recapitulation of costs for the year ended December 31, 1931
Inventories
Cost of <---------- ■■
goods Work in Finished
Unit
process goods
sold
Amount
cost
500
1,000
3,500
Units.................................
$27,860 $ 3,980 $ 7,960
Raw material................... . . . $39,800 $ 7.96
968
3,874
Labor................................ ... 18,400
3.8737 13,558
6,143
1,536
6.1434 21,502
Manufacturing expense. .. ... 29,181

Totals........................ ... $87,381 $17.9771 $62,920 $ 6,484 $17,977
No. 3 (18 points):
The firm of A, B & C were dealers in securities for their own account and
others. On November 30, 1931, the partnership was dissolved because C,
whose only capital contribution was his stock-exchange seat, desired to with
draw.
A & B formed a new partnership, taking over all assets and liabilities of the
firm, except the stock-exchange seat and the goodwill. (The latter was con
sidered worthless.)
Profits and losses were shared in the ratio of 60, 25 and 15 by A, B and C
respectively.
In addition to the trial balance given herewith, which reflects all routine
adjustments and accruals, the following information was gathered, as of
November 30, 1931:
Customers’ free credit balances..............................
$ 202,295
Market value of customers’ securities short..........
36,752
“
“ “firm
“
“ ..........
29,649
“
“ “ “
“
long...........
1,009,479
Trial balance November 30, 1931
Corn Exchange bank..................................................
$ 63,215
National City bank......................................................
$ 750,000
Failed to receive..........................................................
185,483
Stock-exchange seat....................................................
350,000
Goodwill.......................................................................
250,000
Profit on syndicate transactions.................................
215,932
Loss on joint accounts................................................
79,290
Partners’salaries.........................................................
51,583
Interest received..........................................................
4,592
Dividends received......................................................
21,138
Stock Clearing Corporation........................................
10,000
Failed to deliver...........................................................
148,660
Accrued interest..........................................................
2,265
Interest paid................................................................
68,232
Interest on partners’ capital.......................................
42,880
Salesmen, office and general........................................
255,330
Customers’ ledgers......................................................
660,313
228,980
Petty cash....................................................................
852
Brokerage.....................................................................
7,543
Commissions................................................................
80,533
Firm securities long....................................................
1,458,664
“
“
short...................................................
16,429
Bank of America.........................................................
270,000
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Revenue stamps..........................................................
Commissions receivable. . . ........................................
“
payable..................................................
Accrued income—syndicates......................................
“ expense—
“
......................................
Capital accounts:
A....................................................................
B...........................................................................
C...........................................................................
Drawing accounts:
A...........................................................................
B............................... ...........................................
C...........................................................................

$565
4,843
5,500

$7,556

201,677
800,000
350,000
350,000

12,192
31,070

16,147

$3,500,732 $3,500,732

From the foregoing data, prepare the opening balance-sheet of the new
partnership of A & B, as at December 1, 1931.
Solution:
The candidate should not take time to set up working papers in solving this
problem, as they are not required. The five adjustments necessary to a cor
rect solution may be made on the examination paper itself. The adjustments
are given here for explanatory purposes only.
(1)
Capital account—C........................................................ $350,000
Stock exchange seat.......... .........................................
$350,000
To charge C with the stock exchange seat registered
in his name, as agreed. (No information is given
to support an adjustment for the decline in market
value of this seat which undoubtedly did not have a
market value of $350,000 on November 30,1931. The
seat is charged to C, and it is registered in his name,
and, according to the data furnished, is not to be
taken over by the new firm.)
(2)
Profit and loss.................................................................
250,000
Goodwill......................................................................
250,000
To write off the goodwill which is considered
worthless.
(3)
Profit and loss.................................................................
10,067
Reserve for loss—customers’ short accounts.............
10,067
To provide for possible loss on customers’ short
accounts not adequately secured.
Customers’ credit balances.................. $228,980
Customers’ free credit balances............
202,295
Balances representing short sales.........
$ 26,685
Market value securities short...............
36,752
Excess representing possible loss to firm $ 10,067
(Were the firm able to obtain additional
margin against these accounts, it undoubt
edly would have done so.)
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(4)
Profit and loss.................................................................
Reserve for market decline in firm securities long....
To provide a reserve for the difference between
the book value and the market value of firm
securities long.
Book value.............................................. $1,458,664
Market value........................................ 1,009,479

$449,185
$449,185

Amount of reserve................................ $ 449,185

(5)
Profit and loss.................................................................
Reserve for possible loss on firm securities short....
To provide for possible loss on firm securities short.
Market value—amount necessary to
cover......................................................
$29,649
Book credit-selling price.......................
16,429

Amount of reserve............................

13,220
13,220

$13,220

Note.—As no information is given regarding the security value supporting
customers’ long or debit balances, these accounts are considered to be fully
secured.
The loss to be distributed to the partners of the old firm is set forth below:
Income accounts:
Profit on syndicate transactions............................. $215,932
Interest received..........................................................
4,592
Dividends received......................................................
21,138
Commissions................................................................
80,533 $ 322,195

Expense and loss accounts:
Loss on joint accounts................................................
Partners’ salaries.........................................................
Interest paid................................................................
Interest on partners’ capitals.....................................
Salesmen, office and general.......................................
Revenue stamps
*
.........................................................
Brokerage....................................................................
Goodwill (entry No. 2)...............................................

$ 79,290
51,583
68,232
42,880
255,330
565
7,543
250,000

* Revenue stamps $565 is treated as an expense in this solution, although it is believed that it
would not be incorrect, on the data given, to treat it as an inventory of revenue stamps on hand.

307

The Journal of Accountancy
Reserve for loss—customers’ short accounts (entry
No. 3)......................................................................
$10,067
Reserve for market decline in firm securities long
(entry No. 4).......................................................
449,185
Reserve for possible loss on firm securities short
(entry No. 5).......................................................
13,220 $1,227,895
Loss to partners................................................................................. $ 905,700

Distributed as follows:
A—60%....................................................
B—25%....................................................
C—15%....................................................

$543,420
226,425
135,855

Total......................................................

$905,700

A, B, and C
Statement of partners’ capital accounts November 30, 1931
Total
B
A
C
Balances—before adjustments—
per trial balance of November
$800,000 $350,000 $350,000 $1,500,000
30, 1931................................

Deduct:
$350,000
Stock exchange seat............
Loss for period......................... $543,420 $226,425 135,855
Drawings—after credits for
partners’ salaries and interest
12,192
31,070
on capital accounts..........
16,147
Total deductions.................. $555,612 $210,278 $516,925

Balances—after adjustments and
closing of old partnership—
November 30, 1931..............
$244,388 $139,722 $166,925

$ 350,000
905,700

27,115
$1,282,815

$

217,185

A and B

Balance-sheet—November 30, 1931

Assets
Cash in Corn Exchange Bank................................
Petty cash................................................................
Failed to deliver......................................................
Firm securities long.................................................
Less: reserve for market decline...............................
Customers’ debit balances......................................
Stock clearing corporation......................................
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449,185

63,215
852
148,660

1,009,479
660,313
10,000
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$

Commissions receivable...........................................
Accrued interest receivable.....................................
Due from C.............................................................

4,843
5,500
166,925

$2,069,787

Liabilities and net worth
Bank loans payable:
National City Bank.............................................
Bank of Commerce..............................................
Failed to receive......................................................
Accrued expense......................................................
Accrued interest......................................................
Commissions payable..............................................
Customers’ free credit balances..............................
Customers’ short balances......................................
Firm short balances................................................
Reserves:
Reserve for loss—customers’ short accounts....
Reserve for possible loss on firm securities short
Net worth:
Capital account—A.............................................
Capital account—B.............................................

$ 750,000
270,000

$1,020,000

185,483
201,677
2,265
7,556
202,295
26,685
16,429
10,067
13,220

23,287

$ 244,388
139,722

384,110

$

$2,069,787

Note.—It is assumed that the account against C is collectible; because the
stock exchange seat has value.
It would seem that the bank loans are secured, although nothing is stated
in the problem to this effect.
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TWO KINDS OF MONEY

Editor, The Journal of Accountancy:
Sir: May I be permitted to suggest that accountants should give some careful
thought to the subject of “barter” and particularly to the real extent of its
abandonment for the more or less modem system of credit.
It ought to be clear to everyone that international trade, balanced by move
ments of gold, is actually “ barter ”; and it ought to be equally clear to everyone
that closed trades on the stock market, i. e., the sale of one security and the
purchase of another, are, so far as the principal individual is concerned, “ bar
ters”; whereas open trades are “half-barters.”
It would seem, therefore, that there are actually two kinds of money in use,
viz: gold and credit money; and further that these two kinds of money are
quite different in character. Gold is a real thing and every transaction of
which gold is one term is a true barter, whereas transactions of which credit
money is the common term are merely “half-barters.” Gold can be hoarded
without total loss of value; in fact the only loss (or gain) resulting upon the
release of a hoard of gold would arise primarily out of an average increase (or
decrease) in wages and salaries during the period of hoarding; whereas, credit
money can not be either “saved” or "hoarded,” except in limited amounts,
without almost certain loss.
A great deal has been said in opposition to the hoarding of gold, but little or
nothing in opposition to the hoarding of credit. It seems time seriously to con
sider whether “half-barter ” money, i. e. “credit money,” ought to be measured
by a fixed quantity of gold, or whether it would not actually be better if the
government would maintain its necessary stock of gold by purchase and sale
in an open market, instead of industry’s maintaining its working balances of
credit money by purchases and sales of gold in the same open market.
The first steps toward such an eventuality should be taken by industry under
guidance of the accounting profession and using minima “ credit-money ”
working balances.
Yours truly,
Harold B. Atkins.
New York, March, 1933.
TWENTY-FIVE YEARS AGO

Editor, The Journal

of

Accountancy:

Sir: Whether it is Mr. Crawford’s style or the information contained in his
article “In These Times,” published in the February, 1933, issue of The
Journal of Accountancy, that has just caused me to read it twice, and each
time with renewed interest, I do not know—perhaps it was both. Never
theless, the article recalled to my memory an editorial which appeared in
Collier's Weekly, issue of November 7, 1908, when I was laboring hard with a
course of study. This perhaps explains why I kept the editorial which I quote
as follows:
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“ A fresh field for young men of ability is being opened up. The certified
public accountants of this country and of Great Britain and Canada met in
convention a few days ago at Atlantic City. There were London worthies,
with huge jeweled seals hung round their necks, as though they were going
to a lord mayor’s banquet—typical ‘city ’ men, these, as Thackeray might
have drawn them, rather proud of their lack of vacations, proud that their
clerks feared the business would go to the bow-wows when the ‘governor’
was away, convinced that the good old English employee is degenerating
under the present-day love of ease and amusements. There were men
from Edinburgh and Dundee—the Scots are great accountants, and it
was in Scotland some fifty years ago that accounting as a profession was
first established. And there were men from Montreal and Toronto and
Nova Scotia and all over the United States. Accounting as a profession,
like doctoring or engineering, began in this country in 1896, when New
York state passed a law compelling all public accountants to pass a re
gents’ examination and receive proper certification before they could
practise as C. P. A.’s. The growth of the profession has followed the
growth of corporations and holding companies. It is the business of
these painstaking and meticulous gentlemen to unravel and set in order
the complexities which such businesses produce. They will take a busi
ness which your grandfather set on its feet, and which you and his other
decadent descendants are mismanaging, find out just where the dry-rot
lies, and put the house in order. It is uncomfortable for you, but good for
the business. They will sift and systematize anything, from a household
account to the budget of a government. Theirs is a profession worth the
consideration of young men with a turn for mathematics.”
We hear much, and perhaps read more, nowadays about the new demands
made upon the accountant, and at times wonder is expressed as to whether or
not he will “ measure up ” to the new responsibilities. It occurs to me that the
demands and responsibilities have not in reality changed so very much. How
ever, methods of doing business, as well as volume of business, have no doubt
materially changed.
The above editorial, written nearly a quarter of a century ago, is, I think,
worthy of repetition.
Yours truly,
H. V. Robertson.
Amarillo, Texas, March, 1933.
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INTRODUCTORY COST ACCOUNTING, by Cecil Merle Gillespie.
The Ronald Press Company, New York. 255 pages.
Introductory Cost Accounting is not intended to be a reference work on cost
accounting but is planned deliberately for use as a text in teaching the sub
ject in college courses. It is one of seven volumes listed under the complete
accounting course offered at Northwestern university, the other six titles com
prising primary, intermediate and advanced accounting and auditing. The
purpose of the undertaking—namely, teaching cost accounting to college stu
dents—must be held in mind in appraising the book, because this purpose has
manifestly governed the form and arrangement of the material presented, and
presumably also the style and scope of it.
Problems and questions accompany the 15 lectures, and the solutions and
answers to them are given with the second lecture following, so that there is
no way of stealing a glance at the back of the book. Illustrative diagrams and
figures are generously supplied.
When it comes to judging the style and content, the question is in order
whether the lay reader—lay in the sense of being inexperienced in the difficult
art of teaching—is qualified to render opinions, unless it be on the slender basis
of the bachelor for having opinions on the bringing up of children, that he was
once a child himself. The lectures which make up the book are not written for
the ordinary reader. Therefore the things about them with which he may be
dissatisfied conceivably may be helpful in effective teaching. What may seem
to the reader to be categorical in style and narrow in definition may be the
emphasis of definite assertion by the instructor who wishes to impart an idea,
and perhaps, one idea at a time, free from bothersome ifs or buts. Thus the
student can absorb each idea free of doubt and clear of too many alternatives or
possible objections. For instance, cost accounting is defined as “a systematic
procedure for determining the cost per unit of commodity produced” and,
again, “such cost (unit cost) is always the ultimate aim of a complete cost
accounting system.” This is the idea with which the student enters upon this
course, and perhaps it is designed for the purpose of elementary instruction in
the mechanics of cost accounts that this idea remain the single one until the
student has learned how to compute unit costs. But for the reader who has
some knowledge of modern cost accounting, these definitions are disappoint
ingly inadequate.
So with the next idea, which gives as the purposes of cost accounting (the
development of unit costs): to serve as a guide in setting selling prices, to show
which articles are unprofitable, and consequently to decide which to push and
which to discontinue; to compare costs at different times and under different
methods; and finally, to be an index of the efficiency of responsible employees.
Laying entirely aside the debatable point whether historic unit costs really are
very effective for these purposes, how about better management as a purpose:
the orderly regulation of manufacturing processes, the reduction of costs, the
control over expenses and over inventories, the restriction of waste and the
improvement of quality, and the furnishing of incentives to workers? This is,
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or better, these are, the purposes behind the stated purposes, and the reader is
disappointed to find little said of them. Perhaps it would introduce too many
ideas at one time and become confusing; one must remember the student is
now to learn how to compute unit costs.
It is stated in the preface that controversial phases of cost accounting have
been eliminated. One could start a beautiful controversy over the advisability
of using supplementary rates for absorbing factory expenses or of applying
these expenses to costs on the basis of either the direct-labor dollar or, worse,
the prime-cost dollar. There is a moderate word of caution in one of the
answers to questions about the risk of error under the labor-dollar method.
While it is true, no doubt, that undesirable practices are to be found in use, the
text describing them, to be complete, should mention the attendant dis
advantages.
Omissions and blunt statements such as these make this volume unsatisfac
tory reading, especially for a cost accountant, but, as above implied, the reader
may be a good cost accountant but a wholly intolerable teacher, and therefore
the real merits in the work may quite escape him. It is probable that this
text, in the hands of a capable instructor, will give a student a good un
derstanding of simple job-lot costing and some perception of the rest of cost
accounting. The degree of perception will depend upon the ability of the
instructor.
Eric A. Camman.

SIMPLIFIED ACCOUNT BOOK, by William J. Greenwood. Business
Book Publishing Co., Jamaica, N. Y. Cloth, 132 pp.
Simplified Account Book is a cleverly constructed record book for the small
shop-keeper. It combines within its covers a columnar cash-book of a hundred
pages, monthly summaries, a notes-receivable and notes-payable record, pay
rolls and a summary of personal income and expenses. At the end of the book
are forms for yearly financial statements comprising a profit-and-loss statement
arranged so as to facilitate making income-tax returns, a balance-sheet and
sundry related schedules, including a depreciation chart. Full instructions
with illustrative fac-simile entries are furnished at the beginning of the book
and at the head of each section. The book is 11 x 14 inches in size, convenient
for handling and to file away at the close of the year.
Like all account books of this character it has its limitations. Fifty folios
might be ample for some, others might fill it in three or four months; which
suggests that a loose-leaf form would be more practical. It should not be a
difficult book for the small tradesman to understand and keep. The monthly
summaries in particular should be a valuable safe-guard against disastrous
errors.
W. H. Lawton.
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[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
PAYMENT OF DIVIDENDS FROM NET EARNINGS OR PROFITS
Question: The "A” company has net earnings or profits for the year of
$100,000, as shown by the books and the profit-and-loss account. There has
been charged out to Profit and Loss, on account of depreciation, the sum of
$35,000, which has been credited to the depreciation reserve. There has been
charged to the same reserve the sum of $10,000 during the year, for renewals
and replacements. There has been expended for additions and betterments
and charged to capital accounts the sum of $60,000, all of which has been paid
for out of earnings.
How much of the net earnings or profits of $100,000 is really available for the
payment of dividends?
There appears to be three methods of solving this problem as follows:

Net profits
Less capital charges.....................................

1
$100,000

2
$100,000
60,000

$ 40,000
25,000

Plus; net credit in depreciation reserve....
Available for dividends................................

3
$100,000
60,000

$100,000

$ 40,000

$ 65,000

Under number one, no account is taken of the capital charges paid for out of
earnings. As, however, these charges are invested permanently in the prop
erty, they can not be paid out as dividends, and should be deducted from the
net earnings to arrive at what is available for dividends. In the commonly
spoken of phrase “earnings per share” used in financial tables and publications,
nothing is ever said of the capital charges paid for through earnings, and the
impression that what is earned is the same as that available for distribution is
erroneous.
Under number two the full amount of the capital charges had been deducted,
leaving the available amount $40,000.
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Under number three, not only the capital charges have been deducted, but
the net credit to the depreciation reserve for the year, or $25,000 has been
added, as this amount of the capital charges has been considered to have been
paid for out of the depreciation reserve. In other words, the accumulation of
current assets representing the net increase in the depreciation reserve has been
considered as being invested in permanent improvements.
Answer: According to the question, the net profits of “A” company for the
year amounted to $100,000. Depreciation of $35,000 had been charged to
profit and loss, reserve for depreciation being credited, and during the year
renewals and replacements had been charged against the depreciation reserve,
while the capitalized expenditure for additions and betterments, “all of which
has been paid for out of earnings,” amounted to $60,000.
The question proposed is: How much of the net earnings or profits of
$100,000 is really available for the payment of dividends?
Your correspondent offers three solutions:
Available for dividends:
(1) The full amount of the profits........................
$100,000
(2) The profits........................................................ $100,000
Less—capital expenditure............................
60,000
40,000
(3) The profits.......................................................
Less—capital expenditure............................

$100,000
60,000

Add—depreciation reserve...........................

$40,000
25,000

65,000

With regard to (1) it is said that $60,000 of the profits, having been per
manently invested in the business, would not be available for dividends, a
condition corrected in (2) while in (3) the profits, less capital expenditure, have
been increased by the depreciation reserve, on the theory that the accumulation
of current assets, representing the net increase in the depreciation reserve, has
been considered as being invested in permanent improvements.
The difficulty under consideration, it would seem, is largely one of terminol
ogy. Subject to whatever restrictions there may be in its articles of association
or arising out of contract, e.g., with bondholders, the “A” company, having
earned $100,000 may legally declare dividends up to that amount. The full
amount of the profits is therefore available for the stated purpose, but it would
probably not be practicable actually to distribute anything like that sum. In
other words the full earnings are available for dividends but the capacity to
distribute is conditioned by the availability of the necessary cash.
Thus availability of profits and capacity to distribute are two separate,
though related, ideas. The former is not affected by the extent of the capital
expenditure out of funds provided by profits, but such expenditure does of
course impair the capacity to distribute.
Again, the reserve for depreciation may be reflected in increased assets,
current or fixed, but consideration of the foregoing shows that the profits avail
able for dividends are not thereby affected.
Where, as in the instant case, relatively large sums have been expanded on
capital assets, it is desirable to make a suitable appropriation from earned
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surplus so that the balance-sheet will then show that while—taking the figures
of the case submitted—profits amounting to $100,000 have been earned and are
legally distributable $60,000 thereof have been appropriated for additions to
plant, leaving the unappropriated surplus available for dividends at $40,000,
thus:
Earned surplus:
Appropriated for plant extensions........................ $60,000
Unappropriated.........................................................
40,000 $100,000
With regard to the comment on “ earnings per share,” there is no impropriety
in so stating the earnings, even though part of the funds provided by operations
have been applied to capital expenditure.
The phrase “earnings per share” indicates earning capacity: it does not
purport to mean that dividends of an equal amount have been, or can be,
declared and paid. In brief, the statement that a company has earned $2 per
share is but a fragment of the information and financial statements, considera
tion of which are necessary for a proper understanding of a particular case.
The erroneous impression, then, is really due to fragmentary information and
the mistaken attempt to equate earnings with dividends.

VALUATION OF TREASURY STOCK
Question: Information is requested regarding the valuation of treasury stock
after declaration of preferred stock dividend.
In 1931 company “A” purchased 47 shares of its own common stock (at
$180) for $8,460. In 1932 a preferred-stock dividend was declared, 20 shares
par $100 being allotted to the treasury stock. The preferred stock was sold
out of the treasury at $100 the same day it was issued, and it is desired to place
a value on the 47 shares common, remaining in the treasury.
It is claimed by company “A” that no profit or loss arises out of the transac
tion, and that the stock remaining in the treasury is merely reduced in value by
$2,000.
Answer: In our opinion, the contention of the company, that no profit or loss
arose out of the transaction, is correct. The effect of what happened, as far
as the company is concerned, is that it sold 20 shares of preferred stock at its
par value, $2,000. The stock will, of course, be set up as a liability at $2,000,
and that amount of cash was received. We do not, however, agree that “the
stock remaining in the treasury is (merely) reduced in value by $2,000.” As a
matter of fact, the value of the common stock is not changed at all, because
although the common stockholders became subject to a prior lien on the assets
in the form of preferred stock, they received the par value thereof in cash.
The foregoing, we believe, covers the question of the effect upon the value of
the treasury stock of the declaration of the stock dividend. It may be ques
tionable, however, as to whether it is proper to carry the treasury stock at its
cost of $180 a share. This would depend to some extent upon whether the
stock is to be resold or not, and if so, at what price. Unless there is a fairly
definite intention to resell it, and at a price not less than its cost, it should not
be carried at the amount in excess of its par or stated value—possibly not in
excess of its current market value.
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